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COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

APPLICATION OF KENTUCKY POWER )

COMPANY FOR: (1) A GENERAL )

ADJUSTMENT OF ITS RATES FOR )

ELECTRIC SERVICE; (2) AN ORDER )

APPROVING ITS 2014 ENVIRONMENTAL ) CASE NO.

COMPLIANCE PLAN; (3) AN ORDER ) 2014-00396

APPROVING ITS TARIFFS AND RIDERS; )

AND (4) AN ORDER GRANTING ALL OTHER )

REQUIRED APPROVALS AND RELIEF )

ORDER

Kentucky Power Company (“Kentucky Power”), a wholly owned subsidiary of
American Electric Power Company, Inc. ("AEP”) is an electric utility that generates,
transmits, distributes, and sells electricity to approximately 172,000 consumers in all or
portions of 20 counties in eastern Kentucky.! The most recent adjustment of its base
rates was in June 2010 in Case No. 2009-00459.7 This Order addresses a non-
unanimous Settlement Agreement (“Settlement’)® between Kentucky Power and two
intervening parties, as well as issues contested by one of the intervenors that was not a

signatory to the Settlement. As discussed in detail herein, and subject to some

modifications, the Commission is approving the Settlement with this Order.

! Application at 2 lists the 20 counties. Kentucky Power also furnishes electric service at
wholesale to the city of Olive Hill and the city of Vanceburg.

% Case No. 2009-00459, Application of Kentucky Power Company for a General Adjustment of
Electric Rates (Ky. PSC June 28, 2010).

% Settlement (filed Apr. 30, 2015).



BACKGROUND

On November 14, 2014, Kentucky Power filed notice of its intent to file an
application for approval of an increase in its electric rates based on a historical test year
ended September 30, 2014, pursuant to the Stipulation and Settlement Agreement
(“Mitchell Settlement”) in Case No. 2012-00578. On December 23, 2014, Kentucky

Power filed its Application, which included new rates to be effective on or after January
23, 2015, based on a request to increase its electric revenues by approximately $70
million, or 12.48 percent. The Application also requested approval of Kentucky Power’s
environmental compliance plan and proposed to revise, add, and delete various tariffs
applicable to its electric service. To determine the reasonableness of these requests,
the Commission suspended the proposed rates for five months from their effective date,
pursuant to KRS 278.190(2), up to and including June 22, 2015.

The following parties requested and were granted full intervention: Kentucky
Industrial Utility Customers, Inc. (“KIUC"); the Attorney General of the Commonwealth of
Kentucky, by and through his Office of Rate Intervention (“AG”); Kentucky School
Boards Association (“KSBA”); and Wal-Mart Stores East, LLP/Sam'’s East, Inc. (“Wal-
Mart”).

On January 13, 2015, the Commission issued a procedural schedule establishing
the schedule for processing this case. The procedural schedule provided for discovery,

intervenor testimony, rebuttal testimony by Kentucky Power, a formal evidentiary

* Case No. 2012-00578, Application of Kentucky Power Company for (1) a Certificate of Public
Convenience and Necessity Authorizing the Transfer to the Company of an Undivided Fifty Percent
Interest in the Mitchell Generating Station and Associated Assets; (2) Approval of the Assumption by
Kentucky Power Company of Certain Liabilities in Connection with the Transfer of the Mitchell Generating
Station; (3) Declaratory Rulings; (4) Deferral of Costs Incurred in Connection with the Company'’s Efforts
to Meet Federal Clean Air Act and Related Requirements; and (5) All Other Required Approvals and
Relief (Ky. PSC Nov. 22, 2013).
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hearing, and an opportunity for the parties to file post-hearing briefs.> Intervenor
testimonies were filed on March 23, 2015. Kentucky Power filed its rebuttal testimony
on April 29, 2015.

On April 9, 14, and 23, 2015, an informal conference (“IC”"), which extended over
four days, including the teleconference on April 27, 2015, was held at the Commission’s
offices to discuss procedural matters and the possible resolution of pending issues. All
parties participated in the IC through April 23, 2015.° On April 27, 2015, the IC was
continued via telephone at which time the parties, with the exception of the AG, arrived
at an agreement in principle for the resolution of the issues raised in this case. On April
30, 2015, Kentucky Power, KIUC, and KSBA (“Settling Intervenors”) filed a Settlement
which addressed all of the issues raised in this proceeding. The AG and Wal-Mart were
not signatories to the Settlement. Although Wal-Mart did not sign the Settlement, it filed
a sworn statement that it had no objection to the Settlement and that it was unaware of
any reason why the Commission should not adopt and approve the Settlement in its
entirety. Under the terms of the Settlement, Kentucky Power and the Settling
Intervenors agreed to forego cross-examination of each other's witnesses at the
evidentiary hearing in this matter. The Settlement is attached as Appendix A to this
Order.

Because the Settlement was not unanimous, the evidentiary hearing set for May

5, 2015, convened as scheduled for the purposes of hearing (1) testimony by Kentucky

° After establishing the procedural schedule for the evidentiary portion of the case, the
Commission scheduled and conducted three public meetings in the service territory of Kentucky Power.
The public meetings were held on March 24, 2015, in Hazard; March 25, 2015, in Louisa; and April 16,
2015, in Pikeville.

® The AG participated in the IC for part of the day on April 23, 2015, to discuss procedural
matters, after which he ended his participation in the IC.
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Power in support of the Settlement, and (2) testimony by Kentucky Power and the AG
on contested issues related to the amount of the revenue increases sought by Kentucky
Power. On June 5, 2015, Kentucky Power, KSBA, KIUC, Wal-Mart, and the AG filed
their post-hearing briefs. The matter now stands submitted to the Commission for a

decision.

SETTLEMENT AGREEMENT

The Settlement reflects the agreement of the parties, except for the AG and Wal-
Mart, on all issues raised in this case. The major substantive areas addressed in the
Settlement are as follows:

o Kentucky Power’s electric revenues should be increased by $45.4 million
effective June 30, 2015;’ this amount consists of a base rate revenue decrease of $23.0
million and $68.4 million of additional revenue from four riders contained in the
Settlement.

o The establishment of a return on equity of 10.25 percent for the
Environmental Surcharge (“ES”) Tariff, the Big Sandy Retirement Rider (“‘BSRR”") Tariff,
and the Big Sandy Unit 1 Operation Rider (“‘BS10R”") Tariff;®

o Agreement on Kentucky Power's capitalization and gross revenue
conversion factor;®

o Approval of Kentucky Power's new Environmental Compliance Plan and

establishment of baseline levels for Tariff ES;'°

” Settlement, paragraph 1.
o3 paragraph 2.
° Id., paragraph 3.

"% d., paragraph 4.
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o Amendment of Kentucky Power's System Sales Clause (“SSC”) Tariff,
including increasing the customers’ allocation of the customer/Kentucky Power sharing
split to 75 percent/25 percent with an annual base of $15,136,000;"

o  Establishment of Tariff BSRR;"

o  Establishment of Tariff BS10R;"

o Revisions to and increased funding for Kentucky Power’s Distribution
Vegetation Management Plan;"

o Revision of Kentucky Power's non-distribution depreciation rates and
agreement concerning the amortization of certain deferred costs; '

o Establishment of an economic development surcharge and matching
contribution by Kentucky Power;'®

o Dismissal of the appeals by Kentucky Power and KIUC from the
Commission’s January 22, 2015 Order in Case No. 2014-00225;" resolution of the no-
load cost issue in Case No. 2014-00450, which is currently pending before the

Commission;'® and agreement by Kentucky Power and KIUC concerning the manner in

" Id., paragraph 5.
"2 |d., paragraph 6.
' Id., paragraph 7.
“1a,, paragraph 8.
' Id., paragraph 9.
B paragraph 10.

" Case No. 2014-00225, An Examination of the Application of the Fuel Adjustment Clause of
Kentucky Power Company from November 1, 2013 Through April 30, 2014 (Ky. PSC Jan. 22, 2015).

'® Case No. 2014-00450, An Examination of the Application of the Fuel Adjustment Clause of

Kentucky Power Company from November 1, 2012 through October 30, 2014 (Initiating Order Feb. 5,
2015).
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which no-load costs will be treated following the retirement of Big Sandy Unit 2
(paragraph 11 of the Settlement);'® %°

o Amendment of Kentucky Power’s Biomass Energy Rider (‘BER”) Tariff;%'

o Establishment of deferral mechanisms for PJM Interconnection, L.L.C.
(“PJM”) costs and North American Electric Reliability Corporation (“NERC”) compliance
and cybersecurity costs;?

o Expansion of the demand-side management (“DSM”) based School
Energy Manager Program to Kentucky Power's entire service territory and the
establishment of a pilot tariff for K-12 schools (“Tariff K-12 School”);?

o Modification of the Contract Service-Interruptible Power (“CS-IRP”) Tariff
and the merger of the Quantity Power (“QP”) and the Commercial and Industrial
Power—Time-of-Day (“CIP-TOD") Tariffs through the establishment of the Industrial
General Service Tariff;** and

o Increase in Kentucky Power's customer charge for the Residential Service

Tariff to $14.00 per month.?°

' Id., paragraph 11.

2 A similar side agreement on this issue has been reached by Kentucky Power and the AG, who
is not a signatory to the Settlement.

i, paragraph 12.
22 |d., paragraph 13.
2 |d., paragraphs 15-16.
2% |d., paragraphs 17-18.

% |d., paragraph 19(a).
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The Settlement addresses several other issues, including revenue allocation,
rate design, tariffs, nonrecurring charges and non-rate tariff changes.?® In addition to
the rate and tariff changes described above, Kentucky Power and the Settling
Intervenors agree to the modifications of the following tariffs:

0 The QP, CIP-TOD, Emergency Curtailable Service—Capacity and Energy,
Energy Curtailable Service Rider, and Experimental Real-Time Pricing Tariffs should be
removed from Kentucky Power’s filed tariffs.

o The Capacity Charge Tariff should be amended to reflect an updated
charge and to incorporate an annual true-up mechanism as described in the Direct
Testimony of John A. Rogness (“Rogness Testimony”).

o The CS-IRP Tariff should be amended to incorporate a new credit rate
and to expand the total contract capacity authorized under this tariff as described in the
Rogness Testimony.

o The Asset Transfer Rider (“ATR”) Tariff should be amended to allow a
temporary extension of the asset transfer rider to allow Kentucky Power to recover the
full amount of the authorized revenue requirement as described in the Rogness
Testimony.

o The Purchase Power Adjustment (“PPA”) Tariff should be amended to

include a variable to allow Kentucky Power to recover the cost of power purchased

% The Commission notes the following three errors that appear in the tariff attached to the
Testimony of Ranie K. Wohnhas in Support of the Settlement Agreement (“Wohnhas Settlement
Testimony”) as Wohnhas Exhibit 3: (1) Page 55 of 176 contains incorrect rates for Medium General
Service-Secondary (“MGS-Secondary”) customers. The rates for the MGS-Secondary class included in
Appendix B to this Order are the rates contained in Exhibit 4 to the Wohnhas Settlement Testimony. (2)
Pages 173 and 174, Tariff BSRR, differ from Tariff BSRR filed as Exhibit 6 to the Settlement. (3) It
appears that Home Energy Assistance Program (“HEAP”) Charge language has been added
inadvertently to non-residential tariffs. As the HEAP is charged only to residential customers, it should
not appear in non-residential tariffs.
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unrelated to forced generation or transmission outages that are calculated in
accordance with its peaking unit equivalent methodology as described in the Rogness
Testimony. A further amendment should be made to reflect that costs recovered
through the tariff shall be subject to periodic review and approval by the Commission.

o The Terms and Conditions should be amended to reflect changes to
Kentucky Power's schedule of special or nonrecurring charges as described in the
Rogness Testimony.

o The non-rate terms of certain tariffs should be modified or implemented as
described in the Rogness Testimony.

o The incidental, non-rate text changes identified in the tariff filed as Exhibit
JAR-9 should be implemented.

CONTESTED REVENUE REQUIREMENT ISSUES

In its Application, Kentucky Power proposed an annual increase in its electric
revenues of $69,977,002.2” Through testimony, the AG contends that Kentucky Power
should be allowed to increase its electric revenues by $20,454,000. Pursuant to the
Settlement, Kentucky Power and the Settling Intervenors agree that, among other
things, an annual increase in electric revenues of $45.4 million is reasonable. Since the
parties have not reached a unanimous settlement on the increase in revenues, the
Commission must consider the evidentiary record on this issue as presented by
Kentucky Power and the AG and render a decision based on a determination of
Kentucky Power’s capital, rate base, operating revenues, and operating expenses as

would be done in a fully litigated rate case.

%" Direct Testimony of Ranie K. Wohnhas (“Wohnhas Testimony”) at 5. Kentucky Power’s
Application included an alternative rate increase amount that included a transmission adjustment that
increased its revenue requirement by $126,908.
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TEST PERIOD

Kentucky Power proposes the 12-month period ending September 30, 2014, as
the test period for determining the reasonableness of its proposed rates. None of the
intervenors contested the use of this period as the test period, which was a provision of
the Mitchell Settlement. The Commission also finds it is reasonable to use the 12--
month period ending September 30, 2014, as the test period in the instant case. That
12-month period is the most recent feasible period to use for setting rates based on the
timing of Kentucky Power’s filing and by virtue of the Mitchell Settlement, and, except
for the adjustments approved herein, the revenues and expenses incurred during that
period are neither unusual nor extraordinary. In using this historic test period, the
Commission has given full consideration to appropriate known and measurable
changes.

RATE BASE

Jurisdictional Rate Base Ratio

Kentucky Power proposed a test-year-end Kentucky jurisdictional rate base of
$1,556,922,634.2% The Kentucky jurisdictional rate base is divided by Kentucky Power’s
test-year-end total-company rate base to derive the Kentucky jurisdictional rate-base
ratio (“jurisdictional ratio”). This jurisdictional ratio is then applied to Kentucky Power’'s
total-compa\ny capitalization to derive its Kentucky jurisdictional capitalization. The
jurisdictional ratio uses the test-year-end rate base before any ratemaking adjustments

applicable to either Kentucky jurisdictional operations or other jurisdictional operations.

% Application, Section V, Exhibit 1, Schedule 4; and Section | at 2. The non-jurisdictional
percentage of approximately 1 percent is due to the furnishing of electric service at wholesale to the city
of Olive Hill and the city of Vanceburg.
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Kentucky Power used a jurisdictional ratio of 99 percent.? The Commission has
reviewed and agrees with the calculation of Kentucky Power’s test-year electric rate
base for purposes of establishing the jurisdictional ratio.

Pro Forma Jurisdictional Rate Base

Kentucky Power calculated a pro forma jurisdictional rate base of
$1,158,186,514,% which reflects the types of adjustments made by the Commission in
prior rate cases to determine the pro forma rate base. In arriving at that amount,
Kentucky Power, among other things, made adjustments of $398,736,120 to remove the
coal related assets at the Big Sandy Generating Station (“Big Sandy”).

The AG proposed adjustments to Kentucky Power’'s proposed rate base in his
testimony for three items: 1) Accumulated Deferred Income Taxes—2014 Bonus Tax
Depreciation (“ADIT"); 2) Contributions in Aid of Construction (“CIAC”"); and 3) Cash
Working Capital (“CWC"). With respect to ADIT, the AG recommended that Kentucky
Power’s rate base be reduced by $23.6 million to reflect the impact of the extension of
the 50-percent bonus depreciation provision for federal income tax purposes that
became law on December 19, 2014. This had not been reflected in Kentucky Power's
Application due to the timing of when the Application was filed. In response to
discovery questions, Kentucky Power estimated an increase of $23.6 million to ADIT in

order to reflect the impact of the 50-percent bonus depreciation provision.®' After

o Application, Section V, Exhibit 1, Schedule 4.
% Id., Section Il at 392.

= Kentucky Power’s responses to KIUC'’s First Request for Information (“KIUC's First Request”),
Item 29; and the AG’s Second Request for Information (“AG’s Second Request), Item 79.
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adjusting for the jurisdictional ratio, the AG's adjustment to reduce rate base on a
Kentucky jurisdictional basis for ADIT is $23,346,433.

With respect to the CIAC adjustment, the AG corrected an error in Kentucky
Power’s Application. Kentucky Power had reflected $909,674 in CIAC as a reduction to
rate base. In response to a request for information, Kentucky Power stated that the
CIAC collected during the test year totaled $947,995.%2 Therefore, the AG proposed an
adjustment which reduces rate base by $37,899 on a Kentucky jurisdictional basis with
which Kentucky Power is in agreement.®

With respect to CWC, the AG proposed an allowance of $42,844,928 which is
approximately $726,000 lower than the $43,570,708 proposed by Kentucky Power in its
Application. While indicating a preference for using a lead-lag study, the AG stated that
if CWC is to be calculated using the Commission’s long-standing 1/8-formula approach,
then the proper level of CWC for ratemaking purposes should be based on the pro
forma operations and maintenance expenses allowed by the Commission.?

Kentucky Power does not agree with the proposed reduction in its rate base for
ADIT resulting from bonus depreciation. Kentucky Power maintains that the accounting
entries that would have been included in its income statement and balance sheet if the

50-percent bonus depreciation were included would have produced equal and off-

%2 Kentucky Power's response to the AG’s Second Request, Item 51.
% Direct Testimony of Ralph P. Smith (“Smith Testimony”) at 30-31.

% 1d. at 32.
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setting entries.** Also, Kentucky Power states these adjustments would have had no
effect on Kentucky Power's capitalization for ratemaking purposes.®®

With the exception of CWC, the Commission has accepted the AG’s proposed
adjustments to Kentucky Power's Kentucky jurisdictional rate base. The CWC
allowance included in the rate base shown below is based on the adjusted operation
and maintenance expenses discussed in this Order, as approved by the Commission.
With respect to ADIT and CIAC, the Commission has long held that such items are a
reduction in rate base for ratemaking purposes. ADIT is a form of cost-free capital, and
as such has historically been removed from rate base for ratemaking purposes. To
allow a return on ADIT would in effect allow a double return on the amount of ADIT
which violates fundamental ratemaking theory. Therefore, the Commission has
concluded that the ADIT resulting from bonus depreciation should be removed from
Kentucky Power's rate base. We have determined Kentucky Power's pro forma

jurisdictional rate base for ratemaking purposes for the test year to be as follows:

% Rebuttal Testimony of Ranie K. Wohnhas (“Wohnhas Rebuttal”) at R 3.

% 1q.
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Total Utility Plant in Service $2,094,058,019

Add:
Materials & Supplies 46,045,697
Prepayments 2,476,841
Cash Working Capital Allowance 43,570,708
Subtotal $ 92,093,246
Deduct:
Accumulated Depreciation 689,419,283
Customer Advances 25,377,961
Accumulated Deferred Income Taxes 336,513,939
Contributions in Aid of Construction 37,899
Subtotal $1,051,349,082
Pro Forma Rate Base $1,134,802,183

Reproduction Cost Rate Base

KRS 278.290(1) states, in relevant part, that:
the commission shall give due consideration to the history
and development of the utility and its property, original cost,
cost of reproduction as a going concern, capital structure,
and other elements of value recognized by the law of the
land for rate-making purposes.

Neither Kentucky Power nor the AG provided information relative to Kentucky
Power’s proposed Kentucky jurisdictional reproduction cost rate base. Therefore, the
Commission finds that using Kentucky Power’s historic costs for deriving its rate base is
appropriate and consistent with Commission precedents involving Kentucky Power as

well as other Kentucky jurisdictional utilities.

CAPITALIZATION

Kentucky Power proposed an adjusted Kentucky jurisdictional capitalization of

$1,147,480,328.%” This amount was the result after recognizing adjustments to exclude

% Application, Section Il at 392.
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certain environmental compliance investments which remain part of the environmental
rate base included in Kentucky Power’s environmental surcharge mechanism.

Kentucky Power determined its electric capitalization by multiplying its total-
company capitalization by the jurisdictional ratio described earlier in this Order. This is
consistent with the approach used in previous Kentucky Power rate cases.

The AG addressed Kentucky Power's proposed capitalization with adjustments
similar to those he proposed for Kentucky Power's rate base. He proposed a
jurisdictional capitalization of $1,124,095,996 based upon adjustments to ADIT resulting
from bonus depreciation of $23,346,433, an increase in CIAC of $37,899, and the
elimination of negative short-term debt in the amount of $30,904,414. Kentucky Power
is in agreement with the CIAC and short-term debt adjustments but disagrees with the
ADIT adjustment for the same reasons discussed in the Rate Base section of this
Order.*®

The Commission agrees with the AG's proposed adjustments to Kentucky
Power's capitalization.  Our reasoning for accepting the AG’'s proposed ADIT
adjustment is the same as set out in the Rate Base section of this Order.

REVENUES AND EXPENSES

For the test year, Kentucky Power reported actual net operating income from its
electric operations of $106,878,446.%° Kentucky Power proposed 47 adjustments to

revenues and expenses to reflect more current and anticipated operating conditions,

% Smith Testimony at 30-31; and Wohnhas Rebuttal at R 2-R 3.

% Application, Section IV, Exhibit 1, Schedule 4.

-14- Case No. 2014-00396



resulting in an adjusted net operating income of $91,334,037.% With this level of net
operating income, Kentucky Power reported an adjusted test-year revenue sufficiency
of $4,696,331."'

The AG accepted 39 of Kentucky Power’'s proposed adjustments to its test-year
revenues and expenses, adjustments which are also acceptable to the Commission.*?
A list of the accepted adjustments is contained in Appendix C to this Order.

The AG proposed 13 adjustments to Kentucky Power's operating income
relating to: 1) commercial and industrial (“C&l") operating revenue; 2) the amortization
of deferred integrated gas combined cycle (“IGCC”) costs; 3) the amortization of
deferred carbon capture and sequestration (“CCS”) FEED study costs; 4) amortization
of deferred Carrs site costs; 5) amortization of deferred preliminary Big Sandy flue gas
desulfurization (“FGD") costs; 6) the treatment of the parent-company loss allocation
(“PCLA"); 7) incentive compensation tied to financial performance; 8) the treatment of
stock-based compensation expense; 9) Engage to Gain program costs; 10) the
treatment of PJM charges and credits related to Big Sandy; 11) treatment of the Mitchell

Plant maintenance expense normalization costs; 12) interest synchronization; and 13)

1.

o Kentucky Power’'s base rate revenue sufficiency consists of a base-rate revenue increase of
approximately $39.3 million, excluding Kentucky Power’s proposed transmission adjustment, and the
elimination of the approximate $44 million to be collected annually under the Asset Transfer Rider (see
Kentucky Power's response Commission Staff's Second Request for Information (“Staff's Second
Request”), Item 96.

2 Appendix C shows 36 adjustments to revenues and expenses. The Annualization of Employee
Related Expense includes the following adjustments: 1) Payroll and Savings Plan Annualized Payroll
Expense Adjustment; 2) Changes to Savings Plan Expenses Adjustment; 3) 408 Payroll Taxes Related to
the Payroll Adjustment; and 4) 408 Payroll Taxes Related to the Payroll Adjustment-Medicare Tax
Expenses Adjustment.
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miscellaneous expenses, about which the Commission makes the conclusions listed
below.

The AG also opposed Kentucky Power's proposed transmission adjustment,
which will be addressed herein. These adjustments, and the discussion and findings
thereon, pertain solely to Kentucky Power's base rate revenue requirements. In
addition to base rates, Kentucky Power’'s Application includes a number of proposed
riders or surcharges. On the various base rate adjustments, the Commission makes the
following conclusions:

Commercial and Industrial Revenue

The AG proposed an adjustment to increase Kentucky Power's C&l operating
revenues $1,057,173. The proposed adjustment was based upon the AG’s inquiry to
Kentucky Power about its communications with its C&l customers regarding actual and
anticipated expansion, reductions, or closures, as well as the actual or anticipated
effective date of each expansion, reduction or closure.*® As part of its response to the
inquiry, Kentucky Power stated:

The attached list includes information from customers who
have informed the Company of plans to expand operations.
The additional load may or may not actually materialize on
the effective date. Because of the advanced start date, the
specific rate code has not been determined yet, so it is not

possible to provide the amount of revenue associated with
each project.**

* Kentucky Power's response to the AG's First Request for Information, Item 331.

“1d.
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Based upon the Commission’s requirement that adjustments to the income and
expenses of a utility be known and measurable in order to be reflected in its decision,
we find that the proposed adjustment should be denied due to its speculative nature.

Amortization of Deferred IGCC Costs

Kentucky Power incurred a total of $1,331,254 in deferred IGCC preliminary
engineering and development costs and proposed to amortize such costs over a 25-
year period which resulted in an annual increase in operations and maintenance
expense of $52,505 on a Kentucky jurisdictional basis. Kentucky Power conducted a
feasibility study which was the basis for its determination of whether the Kentucky
General Assembly would adopt legislation that would support recovery of the proposed
IGCC facility’s costs through rates. Kentucky Power maintains that the preliminary costs
in support of this facility were prudently incurred and that as a result of the General
Assembly’s failuré to adopt such legislation, the facility becamé uneconomic.*

The AG maintains that the Commission should deny approval of the amortization
of the deferred IGCC costs. He opines that since the General Assembly failed to pass
the legislation and Kentucky Power had not constructed an IGCC facility, these costs
are not related to an asset that is used and useful in the provision of electric service to
Kentucky ratepayers, and it should be denied.*®

The Commission is not persuaded by the AG’'s arguments. Kentucky electric
utilities are required to continually review options for safe, reliable and least-cost power.

Kentucky Power’'s IGCC costs were incurred in order to consider this option as a viable

** Wohnhas Testimony at 16.

“® Smith Testimony at 36-37.

-17- Case No. 2014-00396



alternative. The Commission finds that Kentucky Power incurred its IGCC costs in good
faith, and that we are not bound by a used and useful standard, and that such costs
may be recovered through rates. Accordingly, we approve the full amount of the
proposed $52,505 adjustment for ratemaking purposes.

Amortization of Deferred CCS FEED Study Costs

As part of its investigation to address emerging environmental regulations, AEP
conducted a CCS FEED study at its Mountaineer generating station in West Virginia.
AEP contends that because the benefits of the study would be enjoyed by each AEP
operating company with coal-fired generation, the costs associated with the study
should be allocated among those companies.*” AEP allocated $872,858 in deferred
study costs to Kentucky Power and Kentucky Power has proposed a 25-year
amortization of that cost which results in an increase in operations and maintenance
expense of $34,425 on a Kentucky jurisdictional basis.

The AG disagrees with Kentucky Power’s proposed treatment of such costs for a
number of reasons, including 1) the costs associated with the CCS FEED study were
incurred prior to the test year; 2) the CCS FEED study was conducted at the
Mountaineer facility located in West Virginia, which is not owned by Kentucky Power;
and 3) AEP did not complete the full CCS FEED study that was originally intended.*®
Also, the AG pointed out that Kentucky Power stated in response to a request for

information that none of the generating plants owned by AEP and its subsidiaries,

“”Wohnhas Testimony at 16-17.

8 Smith Testimony at 40.
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including Kentucky Power, currently employ any forms of CCS nor are there any plans
to employ CCS. *°

Again the Commission is not persuaded by the AG's arguments. With the myriad
of existing and pending environmental regulations, utilities must conduct research and
development in order to develop the new or improved technologies necessary to comply
with such environmental regulations on a timely basis. Despite the fact that the study
was not completed, AEP incurred the study costs in good faith. Accordingly, the
Commission finds the amount allocated to Kentucky Power should be allowable for
ratemaking purposes. Accordingly, we approve Kentucky Power’s proposed adjustment
of $34,425 for ratemaking purposes.

Amortization of Deferred Carrs Site Costs

Kentucky Power proposed an adjustment to recover costs associated with its
Carrs site development. These costs were incurred for preliminary design and
engineering work to support developing a new generation facility at the site. The costs
total $2,619,935 and Kentucky Power proposes amortizing them over 25 vyears,
producing an increase in operations and maintenance expense of $103,330 on a
jurisdictional basis.
The AG concludes that Kentucky Power’s proposed amortization of the Carrs site
costs should be removed from the cost of service.”® He states that:
these costs were incurred over 30 years ago and there are
evidently no records from that time that support these costs

nor is it clear that it was actually KPCo that incurred the cost.
In addition, the Company has not constructed a generation

. ¥

% Smith Testimony at 42.
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facility at the CARRS site and these costs are not related to
an asset that is used and useful in the provision of electric
service to Kentucky ratepayers. Moreover, the land, which is
not being used to provide electric utility service, may have
value and KPCo could sell it. Therefore, the Company’'s
proposed amortization should be rejected.”’

Kentucky Power did not address the AG’s contention in its rebuttal testimony.

However, in its original testimony, Kentucky Power stated:

As part of its long term planning, the Company purchased

property (the “Carrs Site”) in Lewis County, Kentucky as a

potential site for a new generation facility. In addition, the

Company conducted preliminary site design and engineering

work to support developing the property. The Company has

elected not to pursue construction of new generation at the

Carrs Site at this time and has removed the land-related

costs for this site from rate base. The Company is seeking,

however, to recover the engineering and site design costs.

The Company prudently incurred these costs as part of its

long-term generation resource planning.52

The Commission is not persuaded by Kentucky Power's arguments. We note

that a Certificate of Public Convenience and Necessity was never requested from the
Commission for any project related to the Carrs site property; it is not entirely clear as to
what costs were incurred and the purpose for those costs; the costs were incurred more
than 30 years ago; and the property has not benefitted Kentucky Power's customers at
any time since its acquisition. Accordingly, the Commission denies Kentucky Power’s
request to recover $103,330 for ratemaking purposes. Further, the Commission directs

Kentucky Power to remove the deferred costs of $2,619,935 from its books and charge

that amount to expense upon the issuance of this Order.

d.

2 Wohnhas Testimony at 17.
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Amortization of Deferred Preliminary Big Sandy FGD Costs

Kentucky Power proposed an adjustment to recover costs it incurred for
engineering and design work related to potentially installing FGD systems at Big Sandy
Unit 2. Kentucky Power is proposing to recover $28,024,682 by amortizing these costs
over a 25-year period, or an increase to operations and maintenance expense of
$1,105,293 on a Kentucky jurisdictional basis.

The AG opposes Kentucky Power's proposed adjustment to recover the
amortization of the Big Sandy FGD preliminary engineering costs as it was addressed
by the Commission’s removal of paragraph 8 from the Mitchell Settlement. He further
states that the recovery of these costs is not reasonable as the study in question did not
result in the addition of an FGD system being installed at Big Sandy Unit 2 and that
Kentucky Power’s proposed adjustment should be rejected.>®

Kentucky Power maintains recovery should be allowed since:

In the Stipulation and Settlement Agreement in Case No. 2012-
00578, the Company and other settling parties agreed that
Kentucky Power would be authorized to treat the Big Sandy FGD
Preliminary Engineering costs as a deferred regulatory asset to be
recovered over a five year period. In its Order in approving the
Mitchell Transfer, the Commission conditioned its approval of the
transfer on the Company agreeing to modify the July 2, 2013
Stipulation and Settlement Agreement to delete Kentucky Power’s
right under the agreement to defer and recover over a five-year
period the Big Sandy FGD Preliminary Engineering costs.
Contrary to what Messrs. Smith and Kollen claim, neither the
Commission’s Order in Case No. 2012-00578, nor the Company’s
acceptance of the modification required by the Order, provided
that the Company was precluded from seeking Commission
approval to recover the Big Sand}/ FGD Preliminary Engineering
Costs in a future rate proceeding.’

%% Smith Testimony at 44.

% Wohnhas Rebuttal at R 5.
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In support of its proposed adjustment, Kentucky Power also pointed out the cost
savings that resulted from the Mitchell Transfer as compared to retrofitting Big Sandy
Unit 2.

The Commission finds that Kentucky Power's proposed adjustment for the
amortization of the Big Sandy FGD study costs is unreasonable and should be denied.
In its October 7, 2013 Order in Case No. 2012-00578, the Commission determined that
those costs were unreasonable and struck that provision from the Mitchell Settlement.>®
Our ruling on that issue was never appealed and thus the determination on the Big
Sandy FGD study costs is final and controlling herein. Accordingly, the proposed
adjustment of $1,105,293 will be denied for ratemaking purposes. Furthermore,
Kentucky Power should remove the deferred asset of $28,024,682 from its books and

charge that amount to expense upon the issuance of this Order.*®

Parent-Company Loss Allocation

The AG proposed a negative adjustment of $516,651 to Kentucky Power's
revenue requirement to reflect a reduction in federal income tax expense due to the
PCLA. The PCLA occurs when the income tax savings benefit of the tax loss of AEP is
allocated to the companies with positive taxable income which participate in the AEP
consolidated tax return.’” In support of its position, the AG stated that the PCLA

adjustment has been included in federal income tax expense and approved by the West

% Case No. 2012-00578, Kentucky Power Company (Ky. PSC Oct. 7, 2013), Order at 39.

% |t is the Commission’s understanding that Kentucky Power took these actions upon issuance of
the October 7, 2013 Order in Case No. 2012-00578. If that understanding is correct, the instruction in this
sentence may be disregarded by Kentucky Power.

a Kentucky Power’s response to KIUC'’s First Request, Item 21.a.
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Virginia Commission in West Virginia rate cases since the early 1990s.°® Further, the
AG states that Kentucky Power has not demonstrated a good reason why the PCLA
should be excluded from the determination of Kentucky jurisdictional federal income tax
expense.>®

Kentucky Power reflected the PCLA in its Application on a total-company basis
but it did not flow through as a reduction to its Kentucky jurisdictional federal income tax
expense. In its filing, it followed past precedent in Case Nos. 2005-00341%° and 2009-
00549%" and did not include the PCLA in its determination of income tax expense.®

The Commission finds that the AG’s proposal to include the PCLA in Kentucky
Power’s federal income tax expense is inappropriate. This recommendation, if adopted,
would represent a significant departure from over 25 years of the Commission’s
established and balanced policy prohibiting affiliate cross-subsidization.® Therefore,
the “stand-alone” approach the Commission has historically used shall be used to
allocate income tax liabilities for Kentucky ratemaking purposes. Accordingly, we deny

the AG's proposed adjustment for ratemaking purposes.

id.
% Smith Testimony at 47.

% Case No. 2005-00341, General Adjustments in Electric Rates of Kentucky Power Company
(Ky. PSC Mar. 14, 2006).

® Case No. 2009-00549, Kentucky Power Company (Ky. PSC June 28, 2010).
e Kentucky Power’s response to KIUC's First Request, Item 21.c.
% See Case No. 89-374, Application of Louisville Gas and Electric Company for an Order

Approving an Agreement and Plan of Exchange and to Carry Out Certain Transactions in Connection
Therewith (Ky. PSC May 25, 1990).

-23- Case No. 2014-00396



Incentive Compensation

Kentucky Power included $3,970,200 of incentive compensation plan (“ICP”)
costs in its Kentucky jurisdictional revenue requirement.*® This amount reflects the
adjustments made by Kentucky Power in its filing to remove ICP costs related to the Big
Sandy generation and the annualization of the Mitchell generation expense.®

The AG recommended an adjustment to eliminate 75 percent, or $4,607,841% of
ICP costs on a Kentucky jurisdictional basis, from rate recovery.®” As support for his
recommendation, the AG notes that Kentucky Power’'s funding measures for the plan
are tied to AEP’s earnings per share (“EPS”) (75-percent weight), safety (10-percent

). He maintains that since

weight), and strategic initiatives (15-percent weight
Kentucky Power’s shareholders are the main beneficiaries of the 75-percent funding
measure for EPS, then ratepayers should not be responsible for the ICP costs that are
tied to the 75-percent funding measure.®

Kentucky Power maintains that the AG'’s adjustment to its proposed ICP expense
is not warranted, arguing that the ICP provides benefits to both Kentucky Power's
customers and its shareholders.”” Kentucky Power states that the expense should be

permitted since it is part of the AEP System and Kentucky Power and its employees

% Rebuttal Testimony of Jason M. Yoder (“Yoder Rebuttal”), Exhibit JMY — R2 at1.
®d. atR2.

% Smith Testimony at 51.

1d.

*1d. at 48.

% d. at 50.

" Wohnhas Rebuttal at R 13.
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benefit from the expertise and the work performed by AEP Service employees to control
costs and provide reliable service to all of its customers.”’

Kentucky Power points out that the AG failed to recognize the adjustments made
to remove the ICP costs related to Big Sandy generation expense and the annualization
of the Mitchell generation expense, a failure which results in double counting the
removal of generation-related ICP.”” Kentucky Power maintains that the double-
counting must be recognized and its effects eliminated if a proposal to remove any
portion of Kentucky Power's ICP expense from the cost of service is approved.”

The Commission is in general agreement with the AG on this matter after the
adjustments described above are made. Incentive criteria based on a measure of EPS,
with no measure of improvement in areas such as service quality, call-center response,
or other customer-focused criteria are clearly shareholder oriented. As noted in Case
No. 2013-00148, the Commission has long held that ratepayers receive little, if any,
benefit from these types of incentive plans.”® It has been the Commission’s practice to
disallow recovery of the cost of employee incentive plans that are tied to EPS or other
earnings measures and we find that Kentucky Power’'s argument to the contrary does
nothing to change this holding as it is unpersuasive.

While the Commission agrees with the AG conceptually, we find that the amount

that should be removed for ratemaking purposes should be based on the performance

"d.
"2yoder Rebuttal at R 3.

" Id., JMY-R2 at 1; On rebuttal, Kentucky provided the calculation showing $2,947,874 as the
corrected amount of the AG’s adjustment after recognition of the double-counting.

" Case No. 2013-00148, Application of Atmos Energy Corporation for and Adjustment to Rates
and Tariff Modifications (Ky. PSC Apr. 22, 2014), Order at 20.

-25- Case No. 2014-00396



measures-of the plan, not the funding measures. Among the performance measures,
only 15 percent is based on financial performance. Accordingly, the Commission'’s
adjustment removes only 15 percent, or $442,181, of the cost of $2,947,874 Kentucky
Power provided in rebuttal from test-period operating expenses for ratemaking
purposes.

Stock-Based Compensation

Kentucky Power included $1,725,818 in Long-Term Incentive Plan (“LTIP") costs
in its Kentucky jurisdictional revenue requirement. Kentucky Power maintains, as with
its ICP, that the LTIP is a substantial component of the compénsation for the
management employees and is critical to maintaining the market—competitiveness of
compensation for such employees.”

These LTIP plans include Restricted Stock Units (“RSU”) and Performance Units
(“PU").”® Neither of these plans has any voting rights nor are they entitled to receive
any dividend declared on AEP common stock. However, the RSU’s are entitled to
additional RSUs (Dividend Equivalent RSUs) of an equal value to dividends paid on
AEP common stock.”” The PUs accrue dividend credits that are generally equal to the

value of dividends paid on shares of AEP common stock.”®

" Direct Testimony of Andrew R. Carlin at 31.
"® Smith Testimony at 52.
1d.

8 1d. at 53.
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The AG recommended an adjustment of $2,614,851 to remove the LTIP costs in
their entirety for ratemaking purposes.” As support for his position, the AG states:

Ratepayers should not be required to pay executive or
director compensation that is based on the performance of
the Company (or its parent company’s) stock price, or which
has the primary purpose of benefitting the parent
company’s stockholders and aligning the interests of
participants with those of such stockholders.

Additionally, prior to being required to expense stock
options for financial reporting purposes under ASC 718
(Formerly SFAS 123R), the cost of stock options was
typically treated as a dilution of shareholders’ investments,
i.e., it was a cost borne by shareholders. While ASC 718
now requires stock option cost to be expensed on a
company’'s financial statements, this does not provide a
reason for shifting the cost responsibility for stock-based
compensation from shareholder to utility ratepayers.®°

Finally, the AG points to Case No. 2010-00036,%" where the Commission found
that with regard to stock-based compensation, the program primarily benefits
shareholders and that the expenses associated with the stock-based compensation
plan should be denied.

The Commission is in agreement with the AG on this matter. Regarding stock-
based compensation, the Commission has consistently held, in the absence of clear

and definitive quantitative evidence demonstrating a benefit to ratepayers, that

" Yoder Rebuttal, JMY-R3 at 1; As with the ICP costs, this adjustment did not reflect Kentucky
Power’s adjustments for the Big Sandy and Mitchell generation. With those adjustments recognized, the
correct amount is $1,725,818.

% Smith Testimony at 53-54.

8 Case No. 2010-00036, Application of Kentucky-American Water Company for an Adjustment of
Rates Supported by a Fully Forecasted Test Year (Ky. PSC Dec. 14, 2010), Order at 34.
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ratepayers should not be required to bear the program’s cost. Accordingly, we will
remove $1,725,818 in LTIP costs for ratemaking purposes.

Engage to Gain Program Costs

The AG proposed an adjustment to remove the Engage to Gain Program costs
of $145,421 included in the test year since the program was only in effect for a year
and ended in December 2013.%2 Kentucky Power maintains the Engage to Gain
program provided an opportunity for employees to submit cost-saving and revenue-
enhancing ideas to create sustainable savings to Kentucky Power.®® Further, Kentucky
Power maintains these savings are reflected in the cost of service and that the related
costs should be recovered in rates.

The Commission is in agreement with the AG in that Kentucky Power’'s Engage
to Gain Program costs are nonrecurring and should not be allowed as an expense for
ratemaking purposes. Accordingly, the Commission will accept the AG’s adjustment
which denies recovery of $145,421.

PJM Charges and Credits Related to Big Sandy Unit 1

In its filing, Kentucky Power proposed to remove from base rates $4,300,110 of
PJM charges and have them recovered through the BS10OR. For purposes of including
the PJM charges in the BS10R, Kentucky Power annualized these costs.®*

The AG recommended that the PJM charges remain in base rates. The AG

claims that Kentucky Power has not justified inclusion of the estimated PJM charges in

82 Smith Testimony at 55.
8 Wohnhas Rebuttal at R 14.

8 Application, Exhibit AEV-4 at 1. Kentucky Power’s annualized PJM charges total $5,653,211.
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the BS10R and states that, “Inclusion of PJM charges in the BS10R could also lead to
abuse, as PJM invoices can be quite complicated, and KPCo has not provided a clear
audit trail of which exact PJM charges would be included in the Rider versus PJM
charges that are recovered elsewhere, such as in base rates.”®®
In its rebuttal, Kentucky Power maintains the PJM charges resulting from

operating Big Sandy Unit 1 as a coal plant are properly considered “coal related
operating expenses” as contemplated by paragraph 3 of the Commission-approved
Mitchell Settlement.?® Kentucky Power states that:

[tihese charges relate to the Company’s operation of Big

Sandy Unit 1 because they are incurred directly as a result

of the MWh of generation produced by Big Sandy Unit 1.

Because of this, the PJM charges and credits directly related

to Big Sandy Unit 1 should be recovered through the

proposed BS10R.*’
Kentucky Power also rejects the AG's witness’s, Ralph C. Smith, assertion that PJM
bills are confusing and difficult to audit and might lead to “abuse.”® It maintains that the
AG’s view is an unsupported contention and that, even if accurate, his concern that the

bills might be difficult to audit could be easily addressed by moving Big Sandy Unit 1

into a subaccount.®® Also, Kentucky Power states that, because of the annual BS10R

8 Smith Testimony at 67.

% Rebuttal Testimony of Alex. E. Vaughn at R 6.
1d.

®1d.

oot 7 A
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filing requirements, recovering Big Sandy-related operating costs via the BS10R is
particularly transparent.90

The Commission concurs with Kentucky Power’s proposed treatment of the PJM
charges and credits related to Big Sandy Unit 1. The proposed treatment is appropriate
and in accordance with paragraph 3 of the Commission-approved Mitchell Settlement.
Moreover, Kentucky Power has indicated that it can set up a separate accounting for
Big Sandy Unit 1, which should alleviate the AG’s concerns about an audit trail.*’
Therefore, Kentucky Power’s proposal to remove PJM charges of $4,300,110 from base

rates to be recovered in BS10R is approved.

Mitchell Plant Expense Normalization Costs

Kentucky Power proposed to normalize maintenance expense for the Mitchell
Plant by calculating a three-year average of the Mitchell Plant maintenance expense
using the 12-month periods ending September 30, 2012, and September 30, 2013, and
an annualized amount for 2014, resulting in maintenance expense averaging
$15,744,373 for the three-year period. With annualized Mitchell Plant maintenance
expense for the test year of $12,474,790, Kentucky Power's proposal results in an
increase to operations and maintenance expense of $3,223,809 on a Kentucky
jurisdictional basis.

The AG partially agrees with the normalization adjustment but believes a period
greater than three years should be used to achieve a better measure for smoothing out

any abnormal maintenance costs incurred in a particular year. He recommends a five-

% post-Hearing Brief of Kentucky Power Company at 71.

i
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year period which results in decreasing Kentucky Power's proposed adjustment by
$998,577 on a Kentucky jurisdictional basis.”

In its rebuttal testimony, Kentucky Power stated that it purposefully chose a
three-year period to calculate a plant maintenance normalization adjustment because
the past three years reasonably depict the necessary level of plant maintenance to
maintain the safe and operable reliability of the Mitchell Plant on an ongoing basis.*
Further, Kentucky Power states that the AG witness, Mr. Smith, is not an engineer; his
testimony is devoid of any relevant experience in the operation of coal-fired steam
generating plants; and he bases his recommendation on his belief, unsupported by
anything other than his testimony, that “a period of greater than three years provides a
better measure for smoothing out any abnormal plant maintenance costs.”*

The Commission finds that Kentucky Power's proposed adjustment of Mitchell
Plant maintenance expense is reasonable and supported by its direct and rebuttal
testimony. Accordingly, we will include $3,223,809 in operations and maintenance

expense for ratemaking purposes.

Interest Synchronization

The AG proposed an adjustment to modify Kentucky Power's interest
synchronization adjustment to: (1) reflect the AG’s recommended capitalization; and (2)

include the tax deductible interest related to Kentucky Power’'s accounts receivable

%2 Smith Testimony at 58-59
% Rebuttal Testimony of Jeffrey D. LaFleur at R 2.

%“ld.atR 5.
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financing. The result of this adjustment is to increase state and federal income tax by
$54,320 and $312,504, respectively.

Kentucky Power did not entirely agree with the AG on this issue. Kentucky
Power agrees that its capitalization should be adjusted to set short-term debt at zero
and to include an interest calculation for accounts receivable financing but disagrees
with the amount of long-term debt used by the AG in his capitalization.®* Kentucky
Power maintains the AG'’s state and federal income tax result shown above is incorrect
due to the reduction in capitalization for bonus tax depreciation.*

The Commission finds that the AG’s proposal for the interest synchronization
adjustment is correct. Kentucky Power's capitalization should be adjusted to reflect the
impact on ADIT due to the bonus tax depreciation. Accordingly, an adjustment of
$366,824 in additional state and federal income tax will be made for ratemaking
purposes.

Miscellaneous Expenses

The AG proposed an adjustment to remove from cost-of-service expenses
related to lobbying, tickets to sporting events, employee gifts and awards, membership
dues, charitable contributions, and public relations. The total proposed adjustment
reduces operation and maintenance expense by $365,132 on a Kentucky jurisdictional
basis.

Kentucky Power provided no rebuttal to the AG's proposed adjustment to

miscellaneous expenses. However, in response to a request for information from

%\Wohnhas Rebuttal at R 5.

% 1q.
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Commission Staff, Kentucky Power stated that the miscellaneous expenses in question
were inadvertently included in the cost of service and should have been excluded.”’

The Commission finds that the adjustment proposed by the AG for miscellaneous
expenses is reasonable and should be accepted. Accordingly, $365,132 will be
removed from operations and maintenance expense for ratemaking purposes.

Transmission Adjustment

In its Application, Kentucky Power proposed that its transmission costs should be
based upon the charges it incurs as a load-serving entity (“LSE") under PJM’'s Open
Access Transmission Tariff (“OATT"). Kentucky Power states that such costs, which
are included in the proposed PJM rider, would be what Kentucky retail customers pay
for transmission service rather than its embedded cost of service.”® To facilitate such a
change, the embedded cost of transmission service and the PJM OATT transmission
owner revenues would have to be removed from Kentucky Power’s cost of service, and
the PJM OATT charges are then the remaining cost for transmission service.

Kentucky Power offered a number of reasons as to why its customers’
transmission costs should be based upon the charges under the PJM OATT rather than
its embedded cost-of-transmission service. Ultimately, under Kentucky Power's
proposal, the rates its customers pay for retail electric service would reflect the cost-of-
transmission service that Kentucky Power incurs as their LSE.

The AG disagrees with Kentucky Power’'s proposed transmission adjustment.

He states that the proposal would remove transmission costs from base rates and have

ie Kentucky Power’s response to Commission Staff’'s Third Request for Information (Staff’s Third
Request”), Item 45.

% Direct Testimony of Alex E. Vaughn (“Vaughn Testimony”) at 20.
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recovery in a transmission rider.”® He states the recovery of the transmission cost
should continue in Kentucky Power's base rates and that the proposed adjustment,
which reduced Kentucky Power’'s requested revenue requirement by $126,908, is not
needed.'®

The Commission is in agreement with the AG on this issue.”®" The Commission
is responsible for ensuring that utilities provide safe and reliable electric service at the
least cost. The proposed transmission adjustment would delegate ratemaking authority
for transmission service from the Commission to the Federal Energy Regulatory
Commission (“FERC") which would increase the cost of transmission service. Further,
the proposal is inconsistent under Kentucky law and precedent which give the
Commission retail ratemaking authority for vertically integrated utilities.

Net Operating Income Summary

After considering all pro forma adjustments and applicable income taxes,

Kentucky Power’s adjusted net operating income is as follows:

Operating Revenues $570,599,659

Operating Expenses 478,031,053

! Adjusted Net Operating Income $ 92,568,606
RATE OF RETURN

Capital Structure

Kentucky Power proposed an adjusted test-year-end capital structure consisting

of 2.69 percent negative short-term debt, 4.52 percent accounts receivable financing,

% Smith Testimony at 72.
100 Id

%! The transmission adjustment is not included in the Settlement.
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52.98 percent long-term debt, and 45.19 percent common equity.'”? The AG
recommends an adjusted capital structure for Kentucky Power containing no negative
short-term debt, 4.61 percent accounts receivable financing, 51.49 percent long-term
debt, and 43.9 percent common equity.'®

Kentucky Power agreed to eliminate negative short-term debt from its
jurisdictional capitalization as suggested by the AG."® Kentucky Power disagreed with
the AG with respect to the proposed impact of the 50-percent bonus depreciation on
rate base and capitalization.'®®

In the Reitter Testimony, he states that, “[dJuring 2014, Kentucky Power both
reduced its equity and increased its debt as part of the recapitalization required to
restore the Company’s debt to capitalization ratio to pre-Mitchell Transfer levels of
approximately 54%.”'% This was accomplished by permanently refinancing $265
million of long-term debt'”’ associated with the Mitchell Transfer, distributing $155

million in dividends to the parent company, and returning the paid-in capital associated

with the Mitchell Transfer Case.'%®

"% Direct Testimony of Marc D. Reitter (“Reiter Testimony”), Section V, Exhibit 1, Schedule 2, at

19 Smith Testimony, Exhibit RCS-1, Schedule D at 1.

% Wohnhas Rebuttal at R 2.

% /d. atR 3.

106 : .

Reitter Testimony at 4.

197 Case No. 2013-00410, Application of Kentucky Power Company for Authority Pursuant to KRS
278.300 to Issue and Sell Promissory Notes of One or More Series, to Enter into Loan Agreements, and
for Other Authorizations in Connection with the Refunding of Liabilities Assumed by the Company in

Connection with the Mitchell Transfer (Ky. PSC Mar. 25, 2014).

1% Reitter Testimony 5.
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The Commission finds that Kentucky Power's capital structure for ratemaking
purposes should include no short-term debt, 4.61 percent accounts receivable
financing, 51.49 percent long-term debt, and 43.9 percent common equity as proposed
by the AG.

Cost of Debt

Kentucky Power proposed costs of short-term debt of .25 percent, accounts-
receivable financing of 1.07 percent, and long-term debt of 5.41 percent.'”® The AG
recommended that Kentucky Power's cost of debt as proposed in its Application be
used by the Commission.'® Therefore, the Commission finds the cost of short-term
debt, accounts-receivable financing, and long-term debt to be 0.25 percent, 1.07
percent, and 5.41 percent, respectively.

Return on Equity (“ROE”)

In the Testimony of William E. Avera and Adrien M. McKenzie (“Avera/McKenzie
Testimony”) Kentucky Power estimated its required ROE using the Discounted Cash
Flow model (“DCF”); the Empirical Capital Asset Pricing Model (“‘ECAPM”), which is a
variation of the Capital Asset Pricing Model (“CAPM”); and the Risk Premium (“RP")
approach.””” Based on the results of the methods employed in its analysis, Kentucky
Power recommended an ROE range of 9.7 to 11.3 percent, with a midpoint of 10.5
percent. Kentucky Power added a 12-point adjustment for flotation cost, resulting in a

t.112

recommended ROE of 10.62 percen Kentucky Power likewise recommended a

%9 19, at 9 and Section V, Exhibit 1, Schedule 2 at 1.
"%Woolridge Testimony at 19.
11

Avera/McKenzie Testimony at 4.

"2 14 ats.
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10.62 percent ROE for its environmental compliance-related expenditures.’ Through
settlement negotiations, all the parties except the AG reached an agreement, which is
set forth in the Settlement, that an ROE of 10.25 percent should be used for purposes of
calculating rates for Tariff ES, Tariff BSRR, and Tariff BS1OR."" Otherwise, the
Settlement is silent as to ROE.

Kentucky Power employed a comparable risk-proxy group in its analysis which
consists of 13 electric utility companies included in The Value Line Investment Survey's
(“Value Line”) electric utility industry group and that have Standard & Poor's Corporation
(“S&P”) corporate credit ratings of “BBB-,” “BBB,” or “BBB+,” long-term Moody's issuer
ratings of “Baa3,” “Baa2,” or “Baal,” a Value Line Safety Rank of “2” or “3;"” market
capitalization of $2.4 billion or greater; no ongoing involvement in a major merger or
acquisition; and no cuts in dividend payments during the last three months.""® Kentucky
Power also applied the DCF model to a proxy group of low-risk non-utility companies
followed by Value Line that pay common dividends; have a Safety Rank of “1”; have a
Financial Strength Rating of “B++” or greater; have a beta of 0.70 or less; and have
investment-grade credit ratings from S&P with bonds having ratings of “BBB” and
above.'®

As part of its analysis, Kentucky Power provided a discussion of regulatory
mechanisms allowing it to recover fuel and purchased power costs, environmental

costs, and DSM costs, which affect its rates for utility service but do not eliminate its risk

" 1d. at 70.
"4 Settlement at 5.
"3 Avera/McKenzie Testimony at 20.

"8 1d. at 65.
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and do not set it apart from other utility firms, according to Kentucky Power.'"”
Kentucky Power indicated that Moody's left its long-term issuer rating unchanged in
2014 when it upgraded the ratings of most electric utilities, and quoted S&P and
Moody’s statements that Kentucky Power’s need for additional capital for maintenance,
replacements, and investment in new facilities will require it to seek external funding
sources to meet its cash flow needs and to receive additional equity contributions to
maintain an appropriate capital structure.’'®

In the Direct Testimony of J. Randall Woolridge (“Woolridge Testimony”), the AG
criticized Kentucky Power's ROE estimates on several grounds. The AG’s major areas
of disagreement with Kentucky Power's DCF analysis, which produced an ROE range

of 9.4 to 10.1 percent,'"®

were the asymmetric elimination of low-end DCF results, and
the “excessive” use of Wall Street analysts’ and Value Line Earnings Per Share (“EPS”)
growth rates in developing the growth-factor component, contending that they are overly
optimistic and overstated.’™ The AG stated that the primary problems with Kentucky
Power's ECAPM analysis, which suggests an ROE range of 11.3 to 12.4 percent,'?" are
the use of the ECAPM version of the CAPM; the current and projected risk-free interest

rates that are used; the market-risk premium that is computed using an expected

market return of 13.1 percent; and the size adjustment that is used.”” The AG

" 1d. at 10-11.

"8 1d. at 9.

"9 1d. at 4.

2% Woolridge Testimony at 58.
121

Avera/McKenzie Testimony at 4.

22 Woolridge Testimony at 63.
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disagreed with Kentucky Power’s RP approach, which resulted in 10.1 and 11.3 percent

123 stating

equity-cost rates using current and projected utility bond yields respectively,
that both the base yield and risk premium used are inflated. The AG contends that
Kentucky Power's RP equity-cost rates, which are developed by regressing the annual
authorized ROEs for electric utilities from 1974 to 2013 on the yields on Moody's long-
term utility bonds, overstate actual state-level ROEs authorized by state utility
commissions. As a basis of comparison to Kentucky Power's RP equity-cost rates, the
AG quotes the Regulatory Research Associates’ (‘RRA") statistics of allowed average
electric utility ROEs, excluding Virginia generation adders of 10.01 percent in 2012, 9.8
percent in 2013, and 9.76 percent in 2014."* The AG also recommends against
Kentucky Power’'s proposed adjustment for flotation costs, stating that Kentucky Power
has not identified any current flotation costs.

The AG estimated Kentucky Power’s required ROE using the DCF model and the
CAPM applied to both the AG’s electric proxy group as well as Kentucky Power’s proxy
group. Relying primarily on the DCF model, the AG determined an ROE range of 7.9 to
8.45 percent, and using the upper end of the equity-cost rate recommended an ROE for
the proxy groups of 8.4 percent. In recognition of the risk difference between Kentucky

Power and the proxy group, the AG recommended that the equity-cost rate be adjusted

by .25 percent, resulting in a recommended ROE for Kentucky Power of 8.65 percent.'?®

'2 Avera/McKenzie Testimony at 4.
'2* Woolridge Testimony at 71-74.

25 1d. at 53-54.
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The AG employed in his analysis an electric proxy group consisting of 29 utility
companies having at least 50 percent of their revenues from regulated electric
operations as reported by AUS Ultilities Reports; listed as electric utilities by Value Line
and as an electric or combination electric and gas utility in AUS Ultilities Reports; having
an investment-grade corporate credit and bond rating; having paid a cash dividend for
the past six months with no cuts or omissions; not involved in an acquisition in the past
six months; and having long-term EPS analysts’ growth-rate forecasts available from
Yahoo, Reuters, and/or Zack's."® As previously mentioned, Kentucky Power’s electric
proxy group was also included in the AG’s analysis.

The AG supported his analysis with a discussion of capital costs in today's
markets, and countered the views set out in the Avera/McKenzie Testimony regarding
forecasts of higher interest rates and their likely impact on public-utility yields. The AG
concluded that capital markets have recovered and that capital costs continue to be at
historically low levels with low interest rates and high stock prices.'””’ The AG'’s
discussion includes a reference to an exhibit showing the investment risk for 99
industries including electric, water, and gas utilities, indicating that the investment risk of
utilities is very low when compared to the other industries as measured by Value Line
betas.'?

On rebuttal, Kentucky Power addressed the AG's recommended ROE stating

that the recommended 8.65 percent ROE is far below investors’ required return and is

bl "X kA
27 14, at 16.

8 1 at27.
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based on an analysis that is downwardly biased. Kentucky Power discussed the
importance of being granted an ROE that allows it the opportunity to achieve earnings
comparable to those from alternative investments of similar risk. According to Kentucky
Power, while the AG noted that the ROE must be comparable to returns investors
expect to earn on other investments of similar risk, this fundamental standard was
ignored in the AG's estimate of Kentucky Power's required ROE."® Kentucky Power
quoted a recent FERC opinion which affirmed that its ultimate task is to ensure that
awarded ROEs satisfy the requirements of the Supreme Court decisions in the Hope'®
and Bluefield™®' cases, and stated that FERC has made it clear that it is the result
reached and not the method used that determines whether an ROE is just and
reasonable. Kentucky Power referenced FERC's conclusion that a mechanical
Application of the DCF model during times of anomalous capital market conditions could
result in an ROE that was insufficient to meet regulatory standards, and that additional
record evidence, such as alternative benchmark methodologies and state commission-
approved ROEs, should be considered in determining a reasonable ROE. "

Kentucky Power stated that the AG's reliance on dividend growth rates and
historical growth measures in performing the DCF analysis did not provide a meaningful
indication of investors’ expectations; that the AG considered analysts’ EPS forecasts as

being biased and failed to recognize the importance of considering investors’

129 Rebuttal Testimony of William E. Avera and Adrien M. McKenzie (“Avera/McKenzie Rebuttal
Testimony”) at 3-4.

% Federal Power Commission v. Hope Natural Gas Company, 320 U.S. (1944).

131

679 (1932).

Bluefield Waterworks and Improvement Company v. Public Service Commission. 262 U.S.

'3 Avera/McKenzie Rebuttal Testimony at 4-5.
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perceptions and expectations; that the AG relied upon personal views rather than the
capital markets for investors’ expectations; and that the AG failed to test the
reasonableness of model inputs, including data, in its analysis that leads to illogical
conclusions.'**

Kentucky Power recommended that the AG’s CAPM analysis be disregarded,
noting that the AG gave primary weight to its DCF analysis. Kentucky Power states that
the AG's criticisms of its RP analysis is inaccurate, and addressed the AG’s claims
regarding allowed ROEs not reflecting investors’ expectations, and that regulators have
routinely authorized ROEs greater than what investors require. Kentucky Power
discussed the AG’s argument that current interest rates indicate that investors have low
expectations of capital cost, and stated that highly regarded forecasts indicate a clear
consensus in the investment community that the cost of long-term capital will be
significantly higher over the 2015-2019 period."** Kentucky Power recommended that
the AG’s electric proxy group be rejected due to flaws in the screening criteria and data
used in its establishment. Kentucky Power also reiterated on rebuttal the need for a
flotation cost adjustment in its ROE calculation, stating that it is supported by financial
literature and that there is no basis to ignore such an adjustment.

Having considered the evidence in the record, the Commission finds an ROE of
9.8 percent to be reasonable, within a range of 9.3 to 10.3 percent that we also consider
to be reasonable. In reaching our finding, we have excluded adjustments for flotation

cost and have given considerable weight to analysts’ projections in the Application of

3 4. at 18.

34 1d. at 50-51.
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the DCF model. During the May 5, 2015 Hearing in this proceeding, Kentucky Power’s
ROE witness, Mr. Avera, and the AG's ROE witness, Mr. Woolridge, were cross-
examined concerning the previously-mentioned information from RRA regarding
average-authorized ROEs for electric utilities from state regulatory commissions. The
average-authorized ROEs with and without Virginia awards, which include ROE
premiums for generation projects, were 10.02 and 9.8 percent, respectively, in 2013;
9.91 and 9.76 percent, respectively, in 2014; and for the first quarter of 2015 were 10.37
and 9.67 percent, respectively. As stated in the final Order in Case No. 2013-00148,"*°
while this Commission does not rely on returns awarded in other states in determining
the appropriate ROE for Kentucky jurisdictional utilities, it is reasonable to expect that
other state commissions, each with their own attributes, are evaluating expert witness
testimony which uses the same or similar cost-of-equity models and reaching
conclusions based on the data provided in the records of individual cases. The
conclusions reached by those commissions as well as this Commission as to
reasonable ROEs are summarized periodically by RRA with explanatory reference
points and made available to investors. To the extent that investors’ expectations are
influenced by such publications, we believe it is appropriate to use that information to
put their expectations in context and that our findings as to a reasonable ROE for
Kentucky Power will not appear unreasonable.

Rate-of-Return Summary

Applying the rates of 5.41 percent for long-term debt, 1.07 percent for accounts-

receivable financing, and 9.8 percent for common equity to the capital structure

'35 Case No. 2013-00148, Atmos Energy Corporation (Ky. PSC April 22, 2014), Order at 29.
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produces an overall cost of capital of 7.14 percent. The cost of capital produces a

return on Kentucky Power’s rate base of 7.07 percent.

BASE RATE REVENUE REQUIREMENTS

The Commission has determined that, based upon Kentucky Power's
capitalization of $1,124,095,996 and an overall cost of capital of 7.14 percent, Kentucky
Power's net operating income that could be justified by the evidence of record is
$80,260,454. Based on the adjustments found reasonable herein, Kentucky Power’s
pro forma net operating income for the test year is $92,568,606. Therefore, Kentucky
Power would need a decrease in annual base rate operating income of $12,308,152.
After the provision for uncollectible accounts, the PSC Assessment, and state and
federal income taxes, Kentucky Power would have a base rate electric revenue
sufficiency of $19,895,192.

The calculation of this base rate revenue sufficiency is as follows:

Net Operating Income Found Reasonable $80,260,454
Pro Forma Net Operating Income 92,568,606
Net Operating Income Sufficiency $12,308,152
Gross Revenue Conversion Factor 1 616424
Base Rate Revenue Sufficiency $ 19,895,192

This base rate revenue sufficiency compares to the base rate decrease of $23.0
contained in the Settlement.

The reasonableness of the Settlement increase of $45.4 million is discussed later

in the Total Jurisdictional Revenue Requirements section.
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REVENUE REQUIREMENT-RELATED RIDERS AND DEFERRALS

This section contains discussion and analyses of various riders, or surcharges,
proposed by Kentucky Power, which are considered to be part of its overall revenue
requirement.

Big Sandy Retirement Rider

Pursuant to paragraphs 3 and 14 of the Mitchell Settlement, Kentucky Power
proposes to recover the coal-related retirement costs of Big Sandy Unit 1, the retirement
costs of Big Sandy Unit 2, and other site-related retirement costs through the proposed
BSRR.™ In accordance with the Mitchell Settlement, the costs are to be recovered
over a 25-year period on a levelized basis including a weighted-average cost-of-capital
("WACC”) carrying cost. Kentucky Power calculated an annual revenue requirement for
the BSRR of $21,855,982 using actual and estimated retirement costs.””” The AG
contested the use of estimated future costs in calculating the BSRR annual revenue
requirement amount and stated that the carrying costs included in the revenue
requirement were excessive. After making adjustments to remove estimated costs and
adjusting the net book value used in the calculation, the AG recommended an initial
BSRR annual revenue requirement of $11.114 million."®

On rebuttal, Kentucky Power referred to the Wohnhas Testimony for the reasons
why it is appropriate to include estimated costs in determining the BSRR annual

revenue requirement. In addition, Kentucky Power criticized the AG for not using

*® The rider was referred to as “Asset Transfer Rider-2” in the Mitchell Settlement.
¥ Wohnhas Testimony at 7 and the Direct Testimony of James M. Yoder at 15.

138 Smith Testimony at 63.
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updated information in his calculation which was provided by Kentucky Power during
discovery, and related to accumulated deferred incomes taxes and the WACC. Using
the updated information and excluding estimated costs, Kentucky Power calculated a
BSRR annual revenue requirement of $15.578 million using the AG’s proposed
WACC."

The Settlement provides that no estimated costs shall be included in the
calculation of the BSRR revenue requirement and sets an initial annual revenue
requirement of approximately $16.7 million, or $5.2 million less than that proposed in

O Under the Settlement, actual Big Sandy retirement-related costs

the Application.'
incurred subsequent to June 30, 2015, will be deferred as they are incurred and added
to the unamortized balance of the BSRR regulatory asset. Although the initial rate will
be in effect for approximately 15 months, the Settlement sets forth that the BSRR rates
will be adjusted annually with the first annual filing to be made beginning on or before
August 15, 2016, and each August 15 thereafter to be effective with the cycle 1 October

' The AG states in his Post-Hearing Brief that he does not

billing cycle each year.'
object to most of the basic structure of the BSRR as set forth in the Settlement;
however, he opposes the use of an ROE of 10.25 percent for the BSRR. He argues

that an ROE of this level would result in rates that are not fair, just, or reasonable.

% Rebuttal Testimony of James M. Yoder at 9.

"% $21.9 million — $5.2 million = $16.7 million. See Wohnhas Settiement Testimony at 19. The
reduction in the annual revenue requirement from that included in the Application is due to the exclusion
of estimated costs, the agreed reduction from 10.62 percent to 10.25 percent of the return on equity used
in computing the WACC, and Kentucky Power’s acceptance to use no negative short-term debt in
computing the initial capitalization and resulting WACC.

"' The information to be included in the annual filings is set forth in paragraph 6(e) of the
Settlement.
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Based on our earlier finding that a 9.8 percent ROE is a reasonable return for
Kentucky Power in this matter, we have determined the revenue requirement for the
BSRR to be $16.5 million. As the 9.8 percent ROE is the mid-point of a range of 9.3 to
10.3 percent that the Commission considers reasonable, and the 10.25 percent ROE
reflected in the Settlement falls within that range, we find the use of the 10.25 percent
ROE to be reasonable for purposes of settlement.

Big Sandy Unit 1 Operation Rider

As part of the Mitchell Settlement, Kentucky Power agreed to remove from the
cost of service in its next base-rate case, all coal-related operating expenses related to
Big Sandy Unit 1."*? Therefore, Kentucky Power proposes that a rider be established to
recover: the non-fuel costs of operating Big Sandy Unit 1 as a coal-burning unit until its
conversion to natural gas; the non-fuel costs of its operation as a natural gas unit; and a
return on and of the capital investment required for its conversion to natural gas once it
is placed in service. The rider, BS10R, would be in effect only until the rates
established in Kentucky Power’s next base rate case are implemented. At that time, the
BS10R would be discontinued as the Big Sandy Unit 1 operating costs would then be
recovered through base rates. Kentucky Power calculated an initial annual revenue
requirement of $18,245,413," which included non-fuel operation and maintenance
expenses and an annual level of Big Sandy Unit 1 PJM charges and credits. Kentucky
Power proposed that the BS10R revenue requirement and billing factors be adjusted

annually and filed with the Commission 10 days before they are scheduled to go into

%2 Mitchell Settlement, paragraph 3.

"3 Vaughn Testimony at 19.
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effect, along with all necessary supporting data. However, Kentucky Power did not
provide a specific date by which the filing would be made each year.

The Settlement allows for the implementation of the BS10OR as proposed.
Testimony filed in support of the Settlement states that the rider permits Kentucky
Power to demonstrate the removal of all Big Sandy coal-related costs from base rates in
a transparent manner and avoids the necessity of filing a base-rate case following the
conversion of Big Sandy Unit 1 to a natural gas-fired generating unit.'**

In his Post-Hearing Brief, the AG stated that he had no objection with the terms
of the BS10R as set forth in the Settlement with two exceptions. He reiterated his
objection to including PJM costs in the BS10R and argued that the stated ROE for this
rider should be set at a level of 8.65 percent.'*

As previously discussed in this Order, the Commission has rejected the AG'’s
position on the inclusion of PJM costs in the BS1TOR. The Commission also notes that
Kentucky Power committed to establishing a separate PJM subaccount for Big Sandy
Unit 1 costs at the Hearing in this proceeding.’*® As with the BSRR, given that the
Commission considers a range of 9.3 to 10.3 percent to be a reasonable range for
Kentucky Power's ROE, we find the 10.25 percent ROE used in the Settlement to be
reasonable for purposes of settlement given that it falls within that range. The

Commission finds the BS10R to be a reasonable method for recovery of the Big Sandy

Unit 1 operating costs removed from the cost of service and will approve this portion of

"“Wohnhas Settlement Testimony at 20.

' AG’s Post-Hearing Brief at 32.

% May 5, 2015 Hearing Video at 18:11:15.
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the Settlement, but finds that when Kentucky Power files its compliance tariff for the
BS10R, it should include the date by which it will make its annual filing each year.

Kentucky Economic Development Surcharge

In its Application, Kentucky Power proposed to collect from all customers an

h'* in order to fund

economic development surcharge of $0.15 per meter per mont
economic development initiatives in Kentucky Power’s service territory. All amounts
collected through the surcharge would be matched equally by Kentucky Power from
shareholder funds. It is expected that the surcharge would generate a total of $615,014
annually, including amounts contributed by shareholders.'*

Kentucky Power contends that an increase in economic activity and additional
jobs will result from the expenditure of these funds and that the increased economic
activity will strengthen communities’ tax bases which will help to support schools and
other local government-provided services. Kentucky Power also argues that by growing
its service territory economy, it will grow its load and customer base which will allow
costs to be spread over a greater number of kWhs and customers, and would therefore
aid in keeping the cost to individual customers as low as possible.'*

In the Smith Testimony, the AG recommended removal of the economic
development surcharge stating that it was not needed, has not been justified, and that

such expenditures should not receive special surcharge treatment. The AG criticized

Kentucky Power for not identifying specific projects to be funded by the surcharge and

" The charge would not apply to the outdoor lighting class.

%8 Rogness Testimony at 17.

9 14, at 19.
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noted that Kentucky Power is currently committed to continue shareholder-provided
funding via the Kentucky Power Economic Advancement Program through 2018, but
that Kentucky Power has not made a decision concerning shareholder funding for that
program beyond 2018."%°

In rebuttal testimony, Kentucky Power contends that the need for the economic
development surcharge is evidenced by the January 13, 2014 Final Report presented to
Governor Steve Beshear and Congressman Hal Rogers in connection with the Shaping
Our Appalachian Region (“SOAR”) initiative.®' Kentucky Power states that the January
13, 2014 Final Report shows a lack of economic development in eastern Kentucky and
notes a 43.1 percent loss of coal jobs in the 54-county SOAR area due to coal
companies closing or reducing size." Kentucky Power claims that unemployment is a
major problem in its service territory and that the current $200,000 shareholder
contribution for the Kentucky Power Economic Advancement Program is not sufficient in
that those funds target only Lawrence County and contiguous counties surrounding
Lawrence County. Finally, Kentucky Power argues that the lack of specific identified
projects that will benefit from the economic development surcharge funds is necessary
in order to provide as much flexibility as possible.

Recognizing that Kentucky Power's service territory has some of the highest
unemployment rates in the state, the AG stated in his Post-Hearing Brief that he
supports economic development but prefers that the total economic development funds

be provided by Kentucky Power's shareholders. The AG also states that, alternatively,

30 Smith Testimony at 71.

'*! Rebuttal Testimony of John A. Rogness at 2.

152 Id.
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he does not object to the economic development surcharge as set forth in the
Settlement.

The Commission recognizes that Kentucky Power’s service territory includes
many of the most economically deprived counties in the Commonwealth. Considering
the economic needs of this service area, Kentucky Power's history and expertise in
economic development, and its current commitment of shareholder funds to this effort,
the Commission finds the proposed economic development surcharge to be reasonable
and it should be approved. Kentucky Power should work closely with SOAR, and its
economic development efforts and expenditures should be coordinated with the SOAR
initiative in its service territory. Finally, the Commission urges Kentucky Power to
extend beyond the current 2018 commitment its shareholders’ financial support for the
Economic Advancement Program, which is specifically for Lawrence County and the
surrounding contiguous counties.

TOTAL JURISDICTIONAL REVENUE REQUIREMENTS

The Commission has found that Kentucky Power's required ROE falls within a
range of 9.3 percent to 10.3 percent, with a mid-point of 9.8 percent. Applying the
findings herein regarding the reasonable cost of debt and common equity to Kentucky
Power's capitalization would result in a justifiable revenue increase, including riders, of
approximately $46.8 million. The alternative proposal provided in the Settlement is
$45.4 million. The Settlement amount is based upon a base rate revenue sufficiency of
approximately $23 million coupled with the riders proposed in the Settlement. The
$45.4 million revenue increase Kentucky Power is willing to accept will result in fair, just,

and reasonable electric rates for Kentucky Power and its ratepayers. Therefore, the
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Commission will accept Kentucky Power's alternative proposal that its revenues be
increased by $45.4 rather than the higher level justified by the record.

NONREVENUE REQUIREMENT RIDERS AND TARIFF

The following sections address riders and a tariff that have no direct impact on
Kentucky Power’'s revenue requirement. The discussion covers both those that have
been contested and those that are included in the Settlement.

Tariff SSC

Kentucky Power’s current Tariff SSC was set at zero pursuant to the Mitchell
Settlement until new base rates are set by the Commission. In its Application, Kentucky
Power proposed to update the system sales margin amount included as a credit to the
annual revenue requirement. In addition, Kentucky Power proposed to maintain the
same 60/40 customer sharing mechanism that was in place prior to the Mitchell
Settlement. The total amount proposed to be credited to customers through base rates
in the Application was approximately $14.3 million."

The AG opposed Kentucky Power’'s 60 percent (customer)/40 percent (Kentucky
Power) sharing mechanism and recommended a 90/10 sharing mechanism. The AG
claimed that Kentucky Power's customers are paying for the fixed costs of Kentucky
Power’'s generation and should receive a larger share of any off-system sales margins.

In its rebuttal testimony, Kentucky Power claims that the 60/40 sharing
mechanism reasonably and equitably addresses the customer contribution while
allowing Kentucky Power a reasonable incentive to maximize off-system sales.'®*

Kentucky Power also points out that increasing the customer percentage also increases

1% Vaughn Testimony, Exhibit AEV-7.

%" Wohnhas Rebuttal at 7.
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customer risk. Although a 90/10 sharing mechanism would provide customers with
additional margins when margins exceeded the monthly base amount, it would require
customers to assume the risk of paying additional amounts when margins fell below the
monthly base amount.'*®

Under the Settlement, effective with the first billing cycle of July 2015, Tariff SSC
would be approved as filed in the Application except that: 1) the annual baseline amount
would be $15,136,000; and 2) any difference, either positive or negative, between each
month’s actual margins and the baseline will be shared 75 percent (customers)/25
percent (Kentucky Power). The Settlement specifies that the monthly off-system sales
margin baseline amount includes, and monthly actual off-system sales margins shall be
calculated utilizing, the methodology for allocating no-load costs described in the
Settlement.

The AG states in his Post-Hearing Brief that he has no objection to the proposed
revisions to the SSC Tariff as set forth in the Settlement.

Given that Kentucky Power had a SSC mechanism in place for more than 20
years prior to the Mitchell Settlement, the Commission views the establishment of a new
Tariff SSC favorably. Accordingly, we find that the revised Tariff SSC contained in the
Settlement is reasonable and that it should be approved.

PJM Costs

In its Application, Kentucky Power proposed a new rider to recover certain PJM
charges and credits that it incurs from its participation as a load-serving entity and
generation-resource owner in PJM. Kentucky Power proposed to include a specified

test-year level of charges and credits in base rates and then track the PJM charges or

'35 Wohnhas Rebuttal at R 7- R 8.
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credits above or below the base level. The annual net over or under collection would be
collected from, or credited to, customers through the proposed PJM rider. Kentucky
Power argued that PJM charges and credits can have a material effect on its financial
operations and are largely out of its control. Kentucky Power also claimed that tracking
PJM charges and credits through a rider could reduce the frequency of general rate
proceedings.'*®

The Settlement does not provide for such a rider but instead allows Kentucky
Power to defer PJM costs in excess of the amount included in base rates under certain
conditions. If Kentucky Power's calendar-year ROE falls below 10 percent, the
Settlement specifies that Kentucky Power would be authorized to defer for future
recovery through the establishment of a regulatory asset only the portion of PJM costs
in excess of $74,856,675 (the amount of PJM costs included in base rates) required to
increase the ROE for the calendar year to 10 percent. Any amounts that would
increase Kentucky Power's ROE to more than 10 percent are not to be deferred.”” The
Settlement states that Kentucky Power is prohibited from recording a carrying charge or
earning a return on any amounts deferred.

In his Post-Hearing Brief, the AG states that he has no objection to the PJM
deferral mechanism as set forth in the Settlement and recommends the Commission
approve it. However, the Commission is not convinced that these costs have reached a
level of uncertainty or volatility that would require the establishment of a deferral

mechanism. The Commission believes that costs of this nature are more appropriately

'%\Vaughn Testimony at 16.

" ""Wohnhas Settlement Testimony at 36.
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recoverable through base rates. Therefore, the Commission rejects this portion of the
Settlement.

NERC Compliance and Cybersecurity Costs

In its Application, Kentucky Power proposed a new rider to track and defer the
capital and operation and maintenance expense costs associated with compliance and
cybersecurity activities for new requirements or new interpretations of existing
requirements of NERC. Kentucky Power proposed that any capital-related costs
deferred include carrying costs at Kentucky Power's WACC. The Application stated that
Kentucky Power would request recovery of the deferred NERC costs through this
proposed rider in a subsequent proceeding, at which time the Commission would review
the costs for prudency.

The Settlement does not include a rider to recover NERC costs but allows
Kentucky Power to track and defer any post-June 30, 2015 incremental costs incurred
in complying with new NERC compliance and cybersecurity requirements. Subject to
Commission review and approval, Kentucky Power would be allowed to recover and
amortize these costs over five years beginning when the Commission sets base rates in
the next base-rate case. Kentucky Power agreed in the Settlement to make an
informational filing each year on or before March 31 quantifying and describing the
amounts deferred.

The AG states in his Post-Hearing Brief that, while he does not object to the
terms of the Settlement related to this issue, he recommends that when these costs are
before the Commission for review and approval, the Commission consider the concerns

set forth by KIUC in this proceeding through the Direct Testimony of Lane Kollen.
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The Commission will approve the deferral costs incurred for new NERC
requirements, but puts Kentucky Power on notice that any future request to recover
such costs much be supported by showing a direct relationship between the costs
incurred and the new NERC requirements. Kentucky Power will have to provide
substantial evidence that a nexus exists between the new NERC requirements and the
incremental costs incurred.

Tariff BER

Kentucky Power has a BER included in its current tariff which will be charged to
customers when Kentucky Power begins purchasing power under the Renewable
Energy Purchase Agreement approved by the Commission in Case No. 2013-00144."%®
In its Application filed in the instant case, Kentucky Power did not propose any changes
to its Tariff BER. However, the Settlement includes a revision to the Tariff BER in that
total charges to be recovered would include an energy charge and a demand, or non-
energy, charge. The current tariff provides for only an energy charge per kWh. Under
the Settlement, the energy charge would be determined using the PJM AEP Zone
Locational Marginal Price. The demand charge would be the difference between the
energy charge and the total annual charges and would be charged to non-residential
customers based on a percentage of non-fuel revenues. For residential customers, the
total charges would continue to be based on the energy usage recorded at the
customers’ meters. A residential customer would pay the same amount under the

current and revised Tariff BER.

158 Case No. 2013-00144, Application of Kentucky Power Company for Approval of the Terms and
Conditions of the Renewable Energy Purchase Agreement for Biomass Energy Resources Between the
Company and ecoPower Generation-Hazard LLC; Authorization to Enter into the Agreement; Grant of
Certain Declaratory Relief; and Grant of All Other Required Approvals and Relief (Ky. PSC Oct. 10,
2013).
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In his Post-Hearing Brief, the AG stated that he has no objection to the terms of
the Settlement related to this issue. The Commission finds the changes to Tariff BER to

be reasonable and that they should be approved.

RATE DESIGN, TARIFFS, AND OTHER ISSUES

Residential Customer Charge

In its Application, Kentucky Power proposed an increase in the residential
customer charge from $8.00 to $16.00. The cost-of-service study filed by Kentucky
Power in this proceeding supports a customer charge of $39.88."°° The Settlement
allows for an increase in the residential customer charge to $14.00, an increase of
$6.00 from the current customer charge of $8.00.

Although the AG did not file testimony on this issue, he objects to an increase in
the residential customer charge in his Post-Hearing Brief. The AG argues that the
increase set forth in the Settlement is not consistent with the principle of gradualism.
He references the unanimous settlement agreement filed in Case Nos. 2014-00371"%°
and 2014-00372"%" in which Kentucky Utilities Company and Louisville Gas and Electric
Company agreed not to increase the residential customer charge, which for each is
currently set at $10.75. The AG recommends that the Commission not allow an

increase in Kentucky Power’s residential customer charge. In the alternative, if the

Commission believes an increase is justified, the AG states that an increase from $8.00

' Vaughn Testimony, Exhibit AEV-2 at 1.

%0 Case No. 2014-00371, Application of Kentucky Utilities Company for an Adjustment of Its
Electric Rates (filed Nov. 26, 2014).

%1 Case No. 2014-00372, Application of Louisville Gas and Electric Company for an Adjustment
of Its Electric and Gas Rates (filed Nov. 26, 2014).
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to $11.00 would be more consistent with the principle of gradualism than the increase to
$14.00 included in the Settlement.

While the Commission believes that some increase in the residential customer
charge is warranted, it does not accept an increase to $14.00 as set forth in the
Settlement. Within rate classes, when determining the allocation of a rate increase, the
Commission has long employed the principle of gradualism. In this instance, we find
that allocating a portion of the increase to the residential customer charge to a level of
half that set out in the Settlement, and allocating a greater portion to the energy charge,
is in keeping with that principle. Therefore, we find that the residential customer charge
should be increased to $11.00 instead of the $14.00 contained in the Settlement. '

Consistent with this change, the Commission will also modify the customer
charges set forth in the Settlement for the three optional residential tariffs: 1) Residential
Service Load Management Time-of-Day; 2) Residential Service Time-of-Day; 3) and
Experimental Residential Service Time-of-Day 2. Using a method similar to that used
for determining the monthly customer charge for the residential service class, the
Commission will approve a customer charge of $13.60 for these classes instead of the
$16.65 set forth in the Settlement. Commensurate with the decreases to the customer
charges from the levels included in the Settlement, energy rates have been increased to

allow Kentucky Power to collect the approved Settlement increase of $45.4 million.

%2 While we have approved increased customer charges for a number of distribution

cooperatives in order to provide for greater recovery of fixed costs through the fixed-charge component of
customers’ bills in order to offset lost revenues due to enlarged and enhanced DSM programs, the
Commission notes that Kentucky Power’s level of DSM activity has not increased significantly and that it
recovers its lost revenues through its DSM surcharge.
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Tariff PPA

Kentucky Power proposed certain text changes to its tariff as part of its
Application. One of the modifications proposed is a text change to Tariff PPA. The
modification would allow Kentucky Power to recover power purchases in excess of its
peaking unit equivalent163 each month through the revised PPA. The Commission has
previously disallowed recovery of costs in excess of a utility's highest-cost generating
unit, or in excess of the peaking unit equivalent for Kentucky Power, through the fuel
adjustment clause (“FAC”), stating that such costs, so long as they are reasonable,
were recoverable through base rates.

The Settlement includes the modification proposed in the Application, but also
includes an additional text change to the PPA Tariff which states that costs recovered
through the PPA shall be subject to periodic review and approval by the Commission.

Kentucky Power stated in discovery that during the years 2010-2013, it did not
exclude any purchased power costs from recovery through the FAC due to the peak unit
equivalent limitation because of the availability of energy from the AEP East System
Pool (“AEP Pool")."® Kentucky Power also stated that it did not reduce purchased
power expenses in the test year, because it recovered all the fuel expenses during the

test year'® but that during 2014, it did not recover $655,017 of purchased power costs

163 Because Kentucky Power was unique in that it owned no combustion turbines, it was granted
authority by the Commission in 2002 to use the peaking unit equivalent approach to calculate the level of
non-economy purchased power costs to recover through the FAC. The peaking unit equivalent was
based on the operating characteristics of a General Electric simple-cycle gas turbine.

1% Kentucky Power’s response to Staff's Third Request .Item 23.b.

'% Kentucky Power's response to Staff's Second Request, Item 58.b.
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due to the peaking unit equivalent limitation.'® The fact that the agreement with the
AEP Pool is now terminated means that Kentucky Power is on the same footing as the
other jurisdictional generating utilities in Kentucky which do not have a mechanism for
recovering such costs on a monthly basis. Further, Kentucky Power has not shown that
the amounts of these excluded purchased power costs are volatile to the point of
requiring this method of recovery. In addition, the Commission notes that there would
be numerous administrative issues involved in establishing periodic proceedings to
review and approve or deny these costs. The Commission believes these costs are
more appropriately recoverable through base rates and will not approve this portion of
the Settlement.

Nonrecurring Charges

The Settlement provides for the approval of increases to Kentucky Power’s
nonrecurring charges including its reconnection charges, returned-check charge, and
meter-test charge, as proposed in the Application and set forth in Appendix B to this
Order. Kentucky Power’s nonrecurring charges weré last adjusted in 2006 in Case No.
2005-00341."®" The Commission finds the increases to Kentucky Power's nonrecurring
charges to be reasonable and that they should be approved.

Tariff ATR

Kentucky Power's tariff currently includes an Tariff ATR which allows for the

recovery of $44 million annually as set forth in the Mitchell Settlement. The current

Tariff ATR states that the tariff will end when the Commission sets new base rates for

%6 1d., Item 23.b.

'%7 Case No. 2005-00341, Kentucky Power Company (Ky. PSC Mar. 14, 2006).
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Kentucky Power that include the costs of Mitchell Units 1 and 2. In its Application,
Kentucky Power proposed to modify the tariff language to allow it to recover its pro rata
share (computed on a 365-day annual basis) of the annual $44 million in 2015."® The
Settlement accepts these changes to the ATR Tariff.

The Commission finds the changes to Tariff ATR to be reasonable and that they
should be approved.

Fuel Cost Allocation Methodology

Upon approval of the Settlement, Kentucky Power and KIUC agree to withdraw
and dismiss with prejudice their pending appeals of the Commission’'s Order in Case
No. 2014-00225."®° By separate agreement, the AG, KIUC, and Kentucky Power have
agreed that the AG shall withdraw and dismiss with prejudice his appeal in
consideration of Kentucky Power withdrawing and dismissing its appeal. Kentucky
Power also agrees that it shall not recover any Mitchell no-load costs during the period
January 1, 2014, through May 31, 2015 (“Overlap Period”). KIUC agrees to withdraw
the joint testimony of Lane Kollen filed in Case No. 2014-00450. Following the end of
the Overlap Period, the Settlement allows Kentucky Power to allocate fuel costs as it
has done historically, as described in paragraph 11(e) of the Settlement.

Given that the retirement of Big Sandy Unit 2 will result in a significant decrease
in Kentucky Power’s reserve margin and the proposed off-system sharing mechanism
under the Settlement is 75/25 with 75-percent sharing to customers, the Commission

accepts this portion of the Settlement.

'%® Rogness Testimony at 35-36.

'%9 Case No. 20141-00225, Kentucky Power Company (Ky. PSC Jan. 22, 2015).
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In testimony filed in support of the Settlement and at the Hearing, Kentucky
Power requested that, with the first FAC filing made subsequent to this Order, the
Commission direct Kentucky Power to initiate refunds of Mitchell no-load costs for the
period May 1, 2014, through October 31, 2014, that have been collected by Kentucky
Power but not yet refunded to customers.”® The amount of the total refund for that
period is $17,877,704.95."" The Commission finds that this request should be granted
and that, for the first six FAC filings made subsequent to the date of this Order,
Kentucky Power shall credit $2,979,617.49 to customers through the FAC.

ENVIRONMENTAL COMPLIANCE PLAN

As part of this proceeding, Kentucky Power filed an application, pursuant to KRS
278.183, seeking Commission approval of an amended Environmental Compliance Plan
(“2015 Plan”)'"? and to amend its environmental surcharge Tariff ES. Kentucky Power's
current compliance plan is the plan as approved in Case No. 2006-00307 (“2007
Plan”)."™ Kentucky Power states that the proposed 2015 Plan is necessary to reflect
fundamental changes in Kentucky Power’s environmental projects and in its generation

portfolio since its 2007 Plan was approved by the Commission."”

"\Wohnhas Settlement Testimony at 30-31. Also see May 5, 2015 Hearing Video at 11:52:45.

! Case No. 2014-00450, Kentucky Power Company (Initiating Order Feb. 5, 2015), Kentucky
Power’s response to the Commission’s Request for Information, Item 41.

1 Kentucky Power's Application and witness testimony refers to the environmental compliance
plan as the 2014 Plan. In prior environmental compliance plan Orders, the Commission has named the
plan according to the year in which the Order is issued approving the environmental compliance plan.
Accordingly the Commission will refer to the subject environmental compliance plan as the 2015 Plan.

' Case No. 2006-00307, The Application of Kentucky Power Company for Approval of an
Amended Compliance Plan for Purposes of Recovering Additional Costs of Pollution Control Facilities
and to Amend Its Environmental Cost Recovery Surcharge Tariff (Ky. PSC Jan. 2, 2007).

74 Application at 15.
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KRS 278.183(1) provides that a utility shall be entitled to the current recovery of
its costs of complying with the Federal Clean Air Act (“CAA") as amended and those
federal, state, or local environmental requirements that apply to coal combustion wastes
and by-products from facilities utilized for the production of energy from coal. Pursuant
to KRS 278.183(2), a utility seeking to recover its environmental compliance costs
through an environmental surcharge must first submit to the Commission a plan that
addresses compliance with the applicable environmental requirements. The plan must
also include the utility’s testimony concerning a reasonable return on compliance-
related capital expenditures and a tariff addition containing the terms and conditions of
the proposed surcharge applied to individual rate classes. Within six months of
submission, the Commission must conduct a hearing to:

1. Consider and approve the compliance plan and rate surcharge if the plan
and rate surcharge are found reasonable and cost-effective for compliance with the
applicable environmental requirements;

2. Establish a reasonable return on compliance-related capital expenditures;
and

3. Approve the Application of the surcharge.

Kentucky Power’s original compliance plan and environmental surcharge were
approved by the Commission in 1997 in Case No. 1996-00489."° The original
compliance plan (“1997 Plan”) was comprised of five projects at the Big Sandy

generating station, and three projects at generating stations owned by members of the

' Case N0.96-489, Application of Kentucky Power Company d/b/a American Electric Power to
Assess a Surcharge Under KRS 278.183 to Recover Costs of Compliance with the Clean Air Act and
those Environmental Requirements which Apply to Coal Combustion Waste and By-Products (Ky. PSC
May 27, 1997).
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AEP Pool.'" Kentucky Powers first amendment to its compliance plan and
environmental surcharge was approved by the Commission in 2003 in Case No. 2002-
00169."7 The first amendment to the compliance plan (“2003 Plan”) was comprised of
four projects at Big Sandy Units 1 and 2. Kentucky Power’'s second amendment to its
compliance plan and environmental surcharge was approved by the Commission in
2005 in Case No. 2005-00068."® The second amendment to the compliance plan
(2005 Plan”) sought to include Kentucky Power's member load ratio share of
environmental compliance costs associated with 53 projects at AEP Pool locations
owned by Ohio Power and I&M generating stations. Kentucky Power's third
amendment to its compliance plan, the 2007 Plan, and environmental surcharge was
approved in Case No. 2006-00307."° The third amendment sought to include its
member load ratio share of environmental compliance costs associated with 44 projects

located at Ohio Power and 1&M generating stations.'®°

7% The AEP East-System Pool agreement was terminated effective January 1, 2014. AEP
member companies that participated in the AEP Pool were Appalachian Power Company, Columbus
Southern Power Company, Indiana Michigan Power Company (I1&M”), Kentucky Power, and Ohio Power
Company (“Ohio Power”).

"7 Case No. 2002-00169, The Application of Kentucky Power Company d/b/a American Electric
Power for Approval of an Amended Compliance Plan for Purposes of Recovering the Costs of New and
Additional Pollution Control Facilities and to Amend Its Environmental Cost Recovery Surcharge Tariff
(Ky. PSC Mar. 31, 2003).

'7® Case No. 2005-00068, Application of Kentucky Power Company for Approval of an Amended
Compliance Plan for Purposes of Recovering Additional Costs of Pollution Control Facilites and to
Amend Its Environmental Cost Recovery Surcharge Tariff (Ky. PSC Sept. 7, 2005, rehearing Oct. 17,
2005).

7% Case No. 2006-00307, Kentucky Power Company (Ky. PSC Jan. 24, 2007).
" Projects at the Mitchell Plant, formerly part of Ohio Power, were among those approved for the

Ohio Power locations in the 2005 and 2007 Plans, and are now included in the 2015 Plan. Kentucky
Power acquired an undivided 50-percent interest in Mitchell effective December 31, 2013.
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THE 2015 COMPLIANCE PLAN

Kentucky Power's 2015 Plan reflects changes to the current 2007 Plan due to
changes in its generation portfolio, as well as changes in individual projects. The
changes include:'®'

o Effective December 31, 2013, Kentucky Power acquired an undivided 50-
percent interest in Ohio Power's Mitchell generating station located in Moundsville,
West Virginia;

o The January 1, 2014 termination of the AEP Pool;

o The planned retirement of Big Sandy Unit 2 no later than June 1, 2015;

o The planned conversion of Big Sandy Unit 1 to natural gas by June 30,
2016; and
o Planned environmental projects at I&M’'s Rockport (“Rockport”) generating

station.

In the 2015 Plan, Kentucky Power is seeking to include the environmental
compliance costs associated with 18 projects located at the Mitchell and Rockport
generating stations. The 2015 Plan includes projects that were previously approved in
Kentucky Power’s original compliance plan and the 2005 and 2007 Plan amendments
for the Mitchell and Rockport generating stations. In addition, the 2015 Plan includes
projects at Mitchell and Rockport that were installed since approval of the 2007 Plan
and the costs associated with Cross-State Air Pollution Rule (“CSAPR”) allowances.
The 2015 Plan includes the following projects at Mitchell and Rockport that have been

installed since the 2007 Plan was approved, or are currently in progress:

'®! Direct Testimony of Amy J. Elliott (“Elliott Testimony”) at 3-4.
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Mitchell Units 1 and 2:

o Precipitator modifications;

o Bottom ash and fly ash handling;

o Mercury monitoring equipment;

o Dry fly ash conversion;

o Coal combustion waste landfill; and

o Electrostatic precipitator upgrade (Unit 2).

Rockport Units 1 and 2:

o Precipitator modifications;

o Activated carbon injection and mercury monitoring;

o Dry sorbent injection; and

o Coal combustion waste landfill upgrade to accept Type 1 ash.

At the time of the filing the instant case, two projects at Mitchell were in progress
with planned in-service dates in 2015."®? Likewise, the 2015 Plan includes two projects
at Rockport that were not complete at the time of this filing and that have planned in-

service dates of 2015.'®

The 18 projects included in the 2015 Plan are listed in
Appendix D of this Order.

With the termination of the AEP Pool, Kentucky Power no longer incurs costs for
pool-related environmental projects and does not include pool-related environmental

costs for recovery in its monthly environmental surcharge filings. Previously-approved

'®2 Elliott Testimony at 7. The Mitchell projects with 2015 in-service dates are the next phase of
coal combustion waste landfill and electrostatic precipitator upgrade for Unit 2.

'®3 Id. at 9. The Rockport projects with 2015 in-service dates are portions of the coal combustion
waste landfill upgrade and dry sorbent injection for Units 1 and 2.
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projects at the Mitchell and Rockport generating stations billed to Kentucky Power under
the AEP Pool are included in the 2015 Plan as noted above.

Kentucky Power removed previously-approved environmental projects at its Big
Sandy generating stations from the 2015 Plan with the exception of emission
allowances. Because of the planned conversion of Big Sandy Unit 1 to natural gas by
June 30, 2016, Kentucky Power is proposing to recover all costs associated with Big
Sandy Unit 1 through the BS1OR. The BS10R would recover all of the operations and
maintenance expenses for Big Sandy Unit 1, including those costs which would
otherwise be recovered through the environmental surcharge. Due to the planned
retirement of Big Sandy Unit 2 by June 1, 2015, to comply with the Mercury and Air
Toxics Standards (“MATS”) Rule, Kentucky Power removed the Big Sandy Unit 2
projects it previously recovered through the environmental surcharge.'®

Kentucky Power states that the pollution control projects included in the 2015
Plan are necessary for Kentucky Power to comply with the CAA and other federal, state,
and local regulations which apply to coal combustion wastes and by-products from
facilities utilized for the production of energy from coal. Kentucky Power contends that
the costs associated with its 2015 Plan are reasonable and that the projects are
reasonable and cost-effective means to comply with environmental requirements.'®
The Commission finds that the projects proposed by Kentucky Power to be included in

the 2015 Plan are reasonable and cost-effective for environmental compliance and

should be approved.

184

Kentucky Power retired Big Sandy 2 in May 2015.

185 Application at 17.
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ENVIRONMENTAL REQUIREMENTS

Clean Air Interstate Rule (“CAIR") and CSAPR

The CAIR and CSAPR are regional rules that set standards for the emission of
sulfur dioxide ("SO.”) and nitrogen oxides (‘NO,’) from electric generating units.'®
Phase 1 of CSAPR will effectively replace CAIR in 2015. Under both rules, the United
States Environmental Protection Agency (“EPA”) establishes emission budgets for each
state and SO, and NOy allowances are allocated to emitting units. The allowances
permit holders to emit one ton of the covered pollutants and are traded regionally.
Kentucky Power records emission allowances on a per-company basis and carries them
on an average-cost basis.'® The allowances are allocated to Kentucky Power by the
EPA at zero cost, but subsequent prices are determined by the market for specific

'8 Whether Kentucky Power will need to

allowances with other electric generating units.
purchase additional allowances will be determined by the generation output of pollutants
and the sufficiency of allocated allowances.
MATS

The MATS Rule creates environmental requirements for coal- and oil-fired
electric generating units regarding the emission of the hazardous air pollutants ("HAPs")
of mercury; non-mercury metals such as arsenic, lead, cadmium, and selenium; acid

gases, including hydrochloric acid; and many organic HAPs."® While MATS is being

reviewed by the Supreme Court, the rule will remain in effect; a ruling is expected by the

'% Direct Testimony of John M. McManus (“McManus Testimony”) at 4.
'*7 Elliott Testimony at 6 and 10.
% 1d. at 12.

"% McManus Testimony at 6.
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end of June 2015. Compliance was required by April 16, 2015, with a 45-day extension
available. Mercury monitoring equipment and activated carbon-injection systems are
necessary for MATS compliance at the Mitchell and Rockport units and will be installed
and upgraded under the 2015 Plan. The closure of Big Sandy Unit 2 and the
conversion of Big Sandy Unit 1 to a natural gas-fired generating facility were
precipitated by the MATS compliance deadline.'®

Consent Decree

Kentucky Power's generating units are subject to requirements imposed by the
Consent Decree entered by the United States District Court for the Southern District of
New York in an action arising under the CAA, United States v. American Electric Power
Service Corp., Civil Action C2-99-1250, and all modifications thereto (the "Consent
Decree”).”®’ The Consent Decree outlines emission control and monitoring standards,
schedules compliance for SO,, NO,, and particulate matter for Kentucky Power’s
generating units, and stipulates penalties for noncompliance. The Third Joint
Modification of the Consent Decree authorized the retirement of Big Sandy Unit 2 and
the installation of dry sorbent injection equipment at both Rockport units instead of the
192

previously-required installation of FGD equipment by these three units.

TARIFF ES MODIFICATIONS

Kentucky Power proposed several changes to its Tariff ES to reflect the changes

in its generation portfolio and compliance plan. Kentucky Power proposed to eliminate

'% Direct Testimony of Gregory G. Pauley at 4.
9" Application at 11.

"% McManus Testimony at 7, and Exhibit JMM-2.
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the zero percent surcharge factor authorized by the Commission per the Mitchell
Settlement which involved Kentucky Power's acquisition of a 50-percent undivided

t.'%  Tariff ES is updated to reflect the rate of return

interest in the Mitchell Plan
authorized in the Settlement in the instant case. Kentucky Power is updating the list of
projects in the tariff to match the projects included in the 2015 Plan as noted previously
in this Order. Also, Tariff ES is updated to reflect the monthly base environmental costs
as set forth in Exhibit 4 to the Settlement. The annual base revenue-requirement level
for environmental-cost recovery is $34,902,677. Per the Mitchell Settlement, all costs
associated with the Mitchell FGD equipment are to be excluded from base rates and are
not included in the base revenue requirement noted above, but will be included in the
current-period environmental revenue requirement.'®® Tariff ES is also modified to
reflect the change in the revenue allocation and environmental-surcharge factor
calculations so that the environmental-surcharge factor for non-residential customers
will be calculated as a function of non-fuel revenues. Kentucky Power will continue to
calculate the environmental-surcharge factor for residential customers as a function of
total revenues. The environmental-surcharge factor calculation is consistent with the
Mitchell Settlement.'®™ The Commission finds that Tariff ES, as provided for in

paragraph 4 of the Settlement and as discussed and modified in this Order, should

become effective for service rendered on and after the date of this Order.

'9% Mitchell Settlement, paragraph 5.
194

Id., paragraph 6.
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SURCHARGE MECHANISM AND CALCULATION

Costs Associated with the 2015 Plan

Kentucky Power's surcharge mechanism determines the environmental-
surcharge revenue requirement by comparing the base-period revenue requirement
with the current-period revenue requirement. Kentucky Power has proposed to
incorporate the costs associated with the 2015 Plan into the existing surcharge
mechanism used for previous compliance plans. Kentucky Power has identified the
environmental compliance costs for the 2015 Plan projects and these are the costs that
Kentucky Power proposes to recover through its environmental surcharge. The costs
identified here by Kentucky Power are eligible for surcharge recovery if they are shown
to be reasonable and cost-effective for complying with the environmental requirements
specified in KRS 278.183. The Commission finds that the costs identified for the 2015
Plan projects have been shown to be reasonable and cost-effective for environmental
compliance. Thus, they are reasonable and should be approved for recovery through
Kentucky Power’s environmental surcharge.

Qualifying Costs

As stated earlier, the qualifying costs included in Kentucky Power's annual
baseline level for environmental cost recovery under Tariff ES are $34,902,677."° The
qualifying costs included in the current-period revenue requirement will reflect the
Commission-approved environmental projects from Kentucky Power's 1997, 2003,
2005, 2007 and 2015 Plans. Per the Mitchell Settlement, all costs associated with

Mitchell Units 1 and 2 FGD equipment have been excluded from both base rates and

'% Settlement, paragraph 4.
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the environmental baseline level and should be recovered exclusively through Tariff
ES." Should Kentucky Power desire to include other environmental projects in the
future, it will have to apply for an amendment to its approved compliance plans.

Rate of Return

Per paragraph 2 of the Settlement, Kentucky Power is authorized a 10.25-
percent ROE that will be utilized in Tariff ES to determine the WACC."®® Kentucky
Power's ROE for environmental projects at the Rockport Plant is 12.16 percent as
established by the FERC-approved Rockport Unit Power Agreement.'®®

Capitalization and Gross Revenue Conversion Factor

Per paragraph 3, Exhibits 2 and 3 of the Settlement, Kentucky Power should
utilize a WACC of 7.34 percent and a gross revenue conversion factor (“GRCF”") of
1.616424 in determining the rate of return to be used in its monthly environmental
surcharge filings. The WACC reflects no short-term debt. The WACC and GRCF
should remain constant until such time as the Commission sets base rates in Kentucky
Power's next base-rate case proceeding.?”

Surcharge Formulas

The inclusion of the 2015 Plan in Kentucky Power's existing surcharge
mechanism will result in changes to the surcharge formulas. The costs associated with
Big Sandy will be excluded from Tariff ES. The costs previously charged to Kentucky

Power under the AEP Pool agreement will be excluded from Tariff ES, except those

197 Id.
% 1d., paragraph 2.
"% Elliott Testimony at 15.

200 settiement, paragraph 3.
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projects at Mitchell and Rockport that are now included in the 2015 Plan as noted
previously in this Order. The costs associated with the Mitchell FGD will be excluded
from base rates and the base rate revenue requirement of the environmental surcharge
at least until June 30, 2020, but will be included in the current-period revenue

' The Commission finds that the

requirement for the environmental surcharge.?’
formulas used to determine the environmental-surcharge revenue requirement as
proposed by Kentucky Power should be approved.

Surcharge Allocation

The retail share of the revenue requirement will be allocated between residential
and non-residential customers based upon their respective total revenue during the
previous calendar year. The environmental surcharge will be implemented as a
percentage of total revenues for the residential class and as a percentage of non-fuel
revenues for all other customers.?%

Monthly Reporting Forms

The inclusion of the 2015 Plan in the existing surcharge mechanism will require
modifications to the monthly environmental surcharge reporting forms. Kentucky Power
provided its proposed revised forms to be used in the monthly environmental reports on
May 18, 2015.*°® The revised forms include the changes necessary to reflect the
proposed 2015 Plan, as well as changes necessitated by the removal of the Big Sandy

environmental projects, termination of the AEP Pool Agreement, and the proposed

21 Elliott Testimony at 16.

22 Eljott Testimony at 15.

203 Kentucky Power's supplemental response to Staff's Second Request, Item 37.
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methodology for allocating the environmental revenue requirement among customer
classes. The Commission finds that Kentucky Power's proposed monthly
environmental-surcharge reporting forms as revised should be approved.

FINDINGS ON SETTLEMENT AGREEMENT

Based upon a review of all the provisions in the Settlement, an examination of
the entire record, and being otherwise sufficiently advised, the Commission finds that
the provisions of the Settlement are in the public interest and should be approved,
subject to the modifications as discussed herein since they will result in a slightly lower
rate increase than justified by our traditional ratemaking analysis. Our approval of the
Settlement, as modified herein, is based solely on its reasonableness and does not
constitute precedent on any issue except as specifically provided for therein.

OTHER ISSUES

Vegetation Management

Kentucky Power’s current Distribution Vegetation Management Plan (“Vegetation
Plan”) was approved as part of a Unanimous Settlement Agreement (“Unanimous

")?** in Kentucky Power’s last base-rate case.’® As part of that Unanimous

Settlement
Settlement, Kentucky Power agreed to expand its Distribution Vegetation Management
Plan (“Vegetation Management Plan”), which required a $10 million increase in

expenditures. With this addition, total annual Vegetation Management Plan

expenditures increased to $17,237,965.°°° The aim was for Kentucky Power to

24 Unanimous Settlement by and among Kentucky Power; the AG; KIUC; Community Action of

Kentucky, Inc.; Wal-Mart; Hazard Perry County Ministries, Inc.; and KSBA, May 19, 2010.
295 Case No. 2009-00459, Kentucky Power Company (Ky. PSC June 28, 2010).

206 Id.
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transition from a reactive performance-based plan to a four-year clearing cycle.
Kentucky Power estimated that it would take seven years to transition to the four-year
trim cycle.??” Kentucky Power's 2015 Distribution Vegetation Management Plan (“2015
Vegetation Plan”) was submitted to the Commission on September 30, 2014 and
presented in the Phillips Testimony, Kentucky Power's Managing Director of Distribution
Region Operations. The 2015 Vegetation Plan identifies two obstacles Kentucky Power
encountered in the initial plan. First, Kentucky Power found that it had significantly
underestimated the amount of vegetation in and around its energized facilities and that
the 12.47-kV circuits required significantly more time to clear than originally projected.
Second, Kentucky Power found that it took much longer than originally anticipated to
safely and productively increase the vegetation management workforce to full staffing

208

levels. As a result of these two obstacles, as stated in the Phillips Testimony,

Kentucky Power now estimates it will take eight-and-a-half years to complete the re-

clearing instead of the seven years originally estimated.?%°

In its current Application,
Kentucky Power is requesting approval for additional annual reliability spending of
$10,655,900.2'° Kentucky Power further projects that the clearing of every circuit will be

completed by the end of 2018, instead of the mid-2017.2""

27 1d. Kentucky Power Company 2010 Distribution Vegetation Management Plan (filed May 20,

2010) in conformity with paragraph 5.c. of the Unanimous Settlement Agreement, at 2.
208 2015 Distribution Vegetation Management Plan (filed Sept. 30, 2014).
299 phillips Testimony at 3.
29 1d. at 31.

2 2015 Distribution Vegetation Management Plan, Scenario 3 at 8.
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In paragraph 8 and 8(a) of the Settlement, Kentucky Power notes that on July 1,
2015, the current Vegetation Management Plan will be replaced with its new 2015 Plan.
Kentucky Power agrees to implement Scenario 2 as described in Phillips Testimony,
further modified by Kentucky Power's response to a request for information,?’? and as
illustrated in Exhibit 9 of the Settlement. As reflected in Exhibit 9 of the Settlement,
Kentucky Power is to spend approximately $22.3 million in 2015, $27.7 million
beginning 2016-2018, and $21.5 million in 2019. Beginning July 1, 2019, Kentucky
Power projects implementing a five-year maintenance clearing cycle, at which time it will
reduce Vegetation Management Plan expenditures to approximately $16 million.
Exhibit 9 of the Settlement shows that Kentucky Power will continue with this
expenditure level for its vegetation plan through 2023.2"3

Kentucky Power anticipates adhering to the Vegetation Management Plan as
filed, yet it recognizes situations may arise which require altering expenditures as they
relate to system reliability. Paragraph 8(e) of the Settlement addresses Kentucky
Power's intent, during the four-year Vegetation Management Plan periods, from July 1,
2015, to June 30, 2019, to adhere to projected annual spending levels of $27,661,060,
cumulatively summing to $110,640,240. If it annually spends less than or more than
this amount, the annual shortfall or excess will balance against the cumulative four-year
sum ending July 1, 2019. At that time, Kentucky Power will record a cumulative shortfall
as a regulatory liability which will either be refunded to the customers or used to reduce

the revenue requirement in its next filed base-rate case. If Kentucky Power has

212 Kentucky Power’s response to Staff's Third Request, Item 7.

13 gettlement, Exhibit 9, Scenario 2 on 5 yr Cycle Revised on 4/20/2015.
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overspent on a cumulative basis during the four-year period, it will not seek recovery of
such costs in a future base-rate case proceeding.?'*
As Kentucky Power reaches the five-year maintenance clearing cycle around
July 1, 2019, the Settlement provides for a reduction in base rates. As stated in
paragraph 8(f) of the Settlement, beginning with cycle 1 of the July 2019 billing cycle,
and until Kentucky Power’'s new base rates are established in the first base-rate case
after June 30, 2019, Kentucky Power will reduce base retail rates for tariff classes with
primary and secondary service offerings by $11,780,408.2'> The Commission expects
Kentucky Power to timely and accurately submit this tariff filing.?'®
Paragraph 8(e)(i) of the Settlement states:

Kentucky Power may alter its proposed spending as detailed

in its annual September 30 filing upon discovery of a more

pressing need for Distribution Vegetation Management

expenditures relating to system reliability purposes.

Kentucky Power shall notify the Commission in writing within

30 days of any material deviation from the work plans filed in
connection with this subparagraph.

The Commission accepts this provision of the Settlement with the condition that
Kentucky Power must seek prior-Commission approval before altering any proposed
spending that deviates by 10 percent or more from the total amount or within each
Division as set forth in an annual filing on September 30.

As the Commission stated in Kentucky Power’s last base-rate case Order,?" the

Commission will again closely review the annual work plans and expenditures Kentucky

21 1d., paragraph 8(e).

“Bld., paragraph 8(f).

27 Case No. 2009-00459, Kentucky Power Company (Ky. PSC June 28, 2010).
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Power will be filing. In addition, the Commission will monitor the progress of the
clearing work to verify the progression toward a five-year maintenance cycle. As set
forth in paragraph 8(d)(vi) of the Settlement, the Commission expects Kentucky Power
to be diligent in reporting and fully explaining any unanticipated problems or its inability
to complete a material portion of the planned work on a circuit.

Mitchell Plant Transfer/Ash Pond Costs

As part of the Mitchell Plant Transfer, Kentucky Power acquired, in addition to
the other assets, a 50-percent interest in the ash ponds at the Conner Run
Impoundment. As a result, Kentucky ratepayers are responsible for 50 percent of the
costs associated with the operation of the ash ponds. The AG maintains that if a
serious ash pond spill should occur there, similar to the one that occurred at Duke
Energy’s North Carolina plant, it should be understood that Kentucky Power's
shareholders, and not the Kentucky ratepayers, would be responsible for the related
fines and remediation cost.?'®

In support of his position, the AG pointed to the transfer in 2014 of the remaining
50-percent undivided interest in the Mitchell generation station by AEP Generation
Resources Inc. (“AEPGR”) to Wheeling Power Company, which excluded to 50-percent
interest in the Conner Run Impoundment. As part of the Mitchell Settlement, Wheeling
Power Company paid $20 million to AEPGR and the establishment and recovery of a
$20 million regulatory asset to be included in Wheeling Power Company's base rate that

approximated AEPGR'’s book value of Conner Run.

Kentucky Power does not agree with the AG'’s position on this matter. Kentucky

28 Smith Testimony at 75.
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Power points out that, in Case No. 2012-00578,%"° the Commission authorized it to
assume all assets and liabilities associated with the Mitchell generating station.??
Further, the facility has been, and will continue to be, used to provide service to
Kentucky Power's customers until sometime in 2015 when Mitchell fly ash and coal
combustion residuals, along with cooling tower blow down will no longer be deposited
there.??' In addition, Kentucky Power is currently in discussions with Consolidation Coal
Company (“Consolidation Coal’) to transfer ownership of the impoundment to
Consolidation Coal contemporaneously with Kentucky Power's cessation of use of the

impoundment.??

Kentucky Power states the AG’s witness, Mr. Smith, provides no
principled explanation why hypothetical personal-injury or property-damage liability
associated with its ownership of the Conner Run facility, with respect to an event that
Mr. Smith only speculates might occur sometime in the future, should be treated any
differently than Kentucky Power’s hypothetical liability with respect to any of the assets
acquired through the Mitchell Settlement.?%?

While the Commission may share some of the AG’s concerns, it does not agree
with the AG on this matter. Kentucky Power acquired a 50-percent interest in the
Mitchell generating station which required it to assume all assets and liabilities

associated with the Mitchell Settlement. As to Kentucky Power’s liability associated with

a scenario such as the AG has described, the facts and circumstances surrounding

1% Case No. 2012-00578, Kentucky Power Company (Ky. PSC Oct. 7, 2013).
?20 wohnhas Rebuttal at R 14-R 15.
21 Id. at 15.

%22 |d. Additionally, an IC was held with Commission Staff and Intevenors on March 31, 2015, to

discuss Kentucky Power’s plans for the Conner Run Impoundment.

223 Id.
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such an occurrence would have to be known before a decision could be reached as to
what, if any, liability Kentucky ratepayers would have. For the Commission to address
such a scenario in this Order would be speculative and premature.

Rockport Plant Unit Power Sales Agreement (“Sales Agreement”) — Return on Equity of
12.16 Percent

Kentucky Power has a FERC-approved Sales Agreement with AEP Generating
Company (“AEGCO") under which it receives 30 percent of the output and is charged
30 percent of the costs of the Rockport plant. In the test year, the total charges were
approximately $118.2 million, including $68.8 million for fuel (account 5550046) and
$43.4 million for non-fuel (account 5550027) charges.?* AEGCO receives a 12.16-
percent ROE under the terms of the Sales Agreement. Any purchaser, state regulatory
commission having jurisdiction over the retail rates of purchasers under the agreement,
or other entity representing customers’ interest may file a complaint with FERC with
respect to the specified ROE.

The AG recommends that the Commission and any other parties that are
concerned that the 12.16-percent ROE being used as the basis for charges to Kentucky
Power in this affiliated contract is excessive address the matter before FERC as soon
as possible. In addition, he recommends the Commission also consider establishing an
affiliate Charge-ROE-Reduction Rider for Kentucky Power in order to flow back to
ratepayers the impact of the cost reductions to Kentucky Power that could be achieved
by having the 12.16-percent ROE in the affiliated contract reduced by FERC. The AG
also recommends that the Commission require Kentucky Power to present an

accounting of the return-of-common equity portion of the AEGCO charges to Kentucky

?24 Smith Testimony at.79.
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accounting of the return-of-common equity portion of the AEGCO charges to Kentucky
Power that are related to an ROE reduction, and to report on any refunds from AEGCO
to Kentucky Power related to such a reduced affiliated contract ROE.?*

The Commission finds that the AG’s recommendations to address at FERC the
12.16 ROE being used in the Sales Agreement and the establishment of an affiliate
Charge-ROE-Reduction Rider should be denied. As with the Commission, FERC is
mandated to set rates that are fair, just, and reasonable. While the Commission may
not agree with the manner in which FERC establishes ROE, we take note that the terms
of a FERC-approved contract have been found to legally constitute a fair, just, and
reasonable rate. We also note that FERC’s methods of setting an ROE have withstood
prior challenges.

Under the terms of the Sales Agreement, the AG has the same authority as the
Commission to file a complaint with FERC to address the ROE, should it chose to do

SO.

ORDERING PARAGRAPHS

The Commission, based on the evidence of record and the findings
contained herein, HEREBY ORDERS that:
A The rates and charges proposed by Kentucky Power are denied.
2. The provisions in the Settlement Agreement, as set forth in Appendix A
hereto, are approved, subject to the modifications and deletions set forth in this Order.
3. Within seven days of the date of this Order, the President of Kentucky

Power shall file written notice with the Commission indicating whether Kentucky Power

25 1. at 82.

-81- Case No. 2014-00396



accepts and agrees to be bound by the modifications to the Stipulation as set forth in
Appendix B to this Order.

4. The rates and charges for Kentucky Power, as set forth in Appendix B
hereto, are the fair, just, and reasonable rates for Kentucky Power, and these rates are
approved for service rendered on and after June 30, 2015.

- Kentucky Power shall establish a separate PJM subaccount for Big Sandy

Unit 1 costs no later than July 1, 2015.

6. Kentucky Power's request to amortize its deferred IGCC costs is
approved.

F Kentucky Power’s request to amortize its deferred CCS FEED study costs
is approved.

8. Kentucky Power's request to amortize its deferred Carrs site costs is
denied.

9. Kentucky Power’s request to amortize its deferred preliminary Big Sandy

FGD costs is denied.

10.  Kentucky Power’s 2015 Environmental Compliance Plan is approved.

11.  Kentucky Power's environmental surcharge tariff is approved for service
rendered on and after the date of this Order.

12.  The environmental base-period and current-period revenue requirements
shall be calculated as described in this Order.

13.  The environmental reporting formats described in this Order shall be used
for the monthly environmental surcharge filings. Previous reporting formats shall no

longer be submitted.
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14. The Commission approves the draft forms that were provided by Kentucky
Power at the May 28, 2015 IC and revised as filed on June 5, 2015.%%°

15.  For the first six FAC filings made subsequent to the date of this Order,
Kentucky Power shall credit $2,979,617.49 to customers through the FAC.

16.  Within 20 days of the date of this Order, Kentucky Power shall, using the
Commission’s electronic Tariff Filing System, its revised tariffs setting out the rates
authorized herein and reflecting that they were approved pursuant to this Order.
Kentucky Power shall include in its Tariff BS10R, the date by which it will make its
annual filing each year.

By the Commission

ENTERED

JUN 22 2015

KENTUCKY PUBLIC
SERVICE COMMISSION

ATTEST:

Ex vr yéctor

26 The forms presented at the May 28, 2015 IC were included in the June 1, 2015 IC
Memorandum and are available at: http://psc.ky.gov/pscscf/2014%20cases/2014-00396//20150601_PSC
_IC%20Memo.pdf. The BS1OR Forms were revised on June 5, 2015, in Kentucky Power’s supplemental
response to Staff’'s Third Request, Item 33.
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APPENDIX A

APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE
COMMISSION IN CASE NO. 2014-00396 DATED JUN 22 205



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

The Application of Kentucky Power Company for: )
(1) A General Adjustment of Its Rates for Electric )
Service; (2) An Order Approving Its 2014 ) Case No. 2014-00396
Environmental Compliance Plan; (3) An Order )
Approving Its Tariffs and Riders; and (4) An Order )
Granting All Other Required Approvals and Relief )

SETTLEMENT AGREEMENT

This Settlement Agreement, made and entered into this 30™ day of April, 2015, by and .
among Kentucky Power Company (“Kentucky Power”); Kentucky Industrial Utility Customers,
Inc. (“KIUC”); and Kentucky School Boards Association (“KSBA™) (collectively Kentucky
Power, KSBA, and KIUC are “Signatory Parties™).

WITNESSETH:

WHEREAS, on December 23, 2014 Kentucky Power filed an application pursuant to
KRS 278.190, KRS 278.183, and the rules and regulations of the Public Service Commission of
Kentucky, seeking an annual increase in retail electric rates and charges totaling $69,977,002,
seeking approval of its 2014 Environmental Compliance Plan, and further seeking authority to
implement or amend certain tariffs; and

WHEREAS, KIUC and KSBA filed motions for full intervention in P.S.C. Case No.
2014-00396. The Commission granted the intervention motions. Collectively the KIUC and
KSBA are referred to in this Settlement Agreement as the “Settling Intervenors;”

WHEREAS, the Attorney General, Commonwealth of Kentucky filed a motion to
intervene. The Attorney General, who is not a party to this agreement, also was granted leave to

intervene; and




WHEREAS, Wal-Mart Stores East, LP and Sam’s East, Inc. (“Wal-Mart”) filed a motion
to intervene and were granted full intervention. Although not a signatory to this agreement, Wal-
Mart has indicated it intends to file a statement in the record indicating that it has no objection to
the Settlement Agreement, and that it is unaware of any reason the Commission should not adopt

| and approve this Agreement in its entirety;

WHEREAS, certain of the Settling Intervenors, Wal-Mart, and the Attorney General in
P.S.C. Case No. 2014-00396 filed written testimony raising issues regarding Kentucky Power’s
Rate Application;

WHEREAS, Kentucky Power, the Attorney General, Wal-Mart, and the Settling
Intervenors have had a full opportunity for discovery, including the filing of written data requests
and responses;

WHEREAS, Kentucky Power offered the Settling Intervenors, Wal-Mart, and the
Attorney General, along with Commission Staff, the opportunity to meet and review the issues
presented by Kentucky Power’s application in this proceeding and for purposes of settlement;

WHEREAS, by Order dated August 31, 2014, the Commission initiated Case No. 2014-
00225 to review of the operation of Kentucky Power’s fuel adjustment clause during the period
November 1, 2013 through April 30, 2014. KIUC and the Attorney General were granted leave
to intervene in Case No. 2014-00225, took discovery, filed testimony, and participated fully in
Case No. 2014-00225;

WHEREAS, the Commission on January 22, 2015 entered its Order in Case No. 2014-
00225;

WHEREAS, Kentucky Power (Civil Action No. 15-CI-00168), the Attorney General

(Civil Action No. 15-CI-00180), and KIUC (Civil Action No. 15-CI-00190) filed appeals to the




Franklin Circuit Court challenging aspects of the Commission’s January 22, 2015 Order in Case
No. 2014-00225. In addition, KIUC and the Attorney General each filed counterclaims in
Kentucky Power’s appeal (Civil Action No. 15-CI-00168) raising in that action the issues raised
in their separate appeals. Further, the Attorney General also filed a cross-claim in the KIUC
appeal (Civil Action No. 15-CI-00168) raising the issues raised in its original appeal;

WHEREAS, there currently is pending before the Commission Case No. 2014-00450.
Commission Case No. 2014-00450 is a two-year review of the operation of the Company’s fuel
adjustment clause, and includes the six-month period at issue in Commission Case No. 2014-
00225,

WHEREAS, the Signatory Parties have reviewed the issues raised in P.S.C. Case No.
2014-00396, and the Signatory Parties have reached a settlement of the case, including the issues
raised therein;

WHEREAS, Kentucky Power and KIUC are desirous of resolving the issues raised in
their appeals of the Commission’s January 22, 2015 Order in Case No. 2014-00225, as well as
the matters before the Commission in Case No. 2014-00450, in connection with the resolution of
this case;

WHEREAS, although not a signatory to this agreement, the Attorney General has
indicated he is willing to resolve his appeal of the January 22, 2015 Order of the Commission in
Case No. 2014-00225 in accordance with the agreement ;eached herein by KIUC and Kentucky
Power to resolve their appeals of that Order;

WHEREAS, the Signatory Parties execute this Settlement Agreement for purposes of

submitting it to the Kentucky Public Service Commission for approval pursuant to KRS 278.190




and KRS 278.183, and for further approval by the Commission of the rate increase, rate structure
and tariffs as described herein; and

WHEREAS, the Signatory Parties believe that this Settlement Agreement provides for
fair, just and reasonable rates,

NOW, THEREFORE, for and in consideration of the mutual premises set forth above,
and the agreements and.covenants set forth herein, Kentucky Power and the Settling Intervenors
hereby agree as follows:

1. General Rate Change.

Effective for service rendered on or after June 30, 2015 (the first day of the July 2015
billing cycle) Kentucky Power shall implement a rate adjustment sufficient to generate additional
annual retail revenues of $45.4 million based on the September 30, 2014 test year used by
Kentucky Power in the Rate Application. The $45.4 million rate adjustment represents the net
effect of the decrease in base rates described below and the establishment or modification of

. Tariff B.S.1.0.R., Tariff B.S.R.R., Tariff E.S., and the Economic Development Surcharge
(“K.E.D.S.”)

(a)  The new base retail rates to be effective June 30, 2015 result in a decrease
of $23.0 million in the amount to be recovered through base rates as illustrated on EXHIBIT 1 to
this Settlement Agreement. The $23.0 million decrease in base retail rates was allocated across
all tariff classes.

(b)  Kentucky Power agrees to design rates and tariffs, including the addition
or modification of Tariff B.S.1.0.R., Tariff B.S.R.R., K.E.D.S., and Tariff E.S, that will generate

an additional $45.4 million in retail rates, as illustrated on EXHIBIT 1 to this Settlement




Agreement, based on the September 30, 2014 test year used by Kentucky Power in the Rate
Application.

(1) As part of the Commission’s consideration of the reasonableness
of this Settlement Agreement, the tariffs designed in accordance with this subparagraph shall be
filed with the Commission and served on counsel for all parties to this case no later than April
30, 2015.

(i)  Within ten days of the entry of the Commission’s Order approving
without modification this Seftlement Agreement and the rates and thereunder, Kentucky Power
shall file with the Commission signed copies of the tariffs in conformity with 807 KAR 5:011.

(c) Except as provided in Paragraph 8(f), the new base retail rates reflecting
the $23.0 million decrease in base retail rates shall remain in effect until the Commission’s Order
modifying the Company’s base retail rates in Kentucky Power’s next base rate case. The rates
established in Tariff B.S.1.0.R., Tariff B.S.R.R., and Tariff E.S, as further described below, shall
be modified from time to time in accordance with the provisions of those tariffs.

2. Rate of Return On Equity For Certain Purposes.

Kentucky Power shall be authorized a 10.25% return on equity that will be utilized in
Tariff E.S., Tariff B.S.R.R., Tariff B.S.1.0.R., for purposes of determining the Weighted
Average Cost of Capital (“WACC”), and accounting for the allowance for funds used during
construction (“AFUDC”).

3. Capitalization and Gross Revenue Conversion Factor.

Kentucky Power shall utilize a WACC of 7.34% and a gross revenue conversion factor
(“GRCF”) of 1.616424. The calculation of the WACC reflects no short term debt. This WACC

and GRCEF shall remain constant until such time as the Commission sets base rates in the




Company’s next base rate case proceeding. The calculations of the WACC and GRCF are
shown on EXHIBITS 2 AND 3, respectively.

4. Kentucky Power’s Tariff E.S.

Kentucky Power’s 2014 Environmental Compliance Plan is approved. The annual
baseline level for environmental cost recovery under the tariff shall be $34,902,677, and the
monthly baseline amounts shall be as set forth in EXHIBIT 4 to this Settlement Agreement. In
accordance with paragraph 6 of the July 2, 2013 Stipulation and Settlement Agreement in Case
No. 2012-00578, as approved by the Commission’s October 7, 2013 Order, all costs associated
with Mitchell Units 1 and 2 Flue Gas Desulfurization equipment have been excluded from base
rates and the environmental baseline level and shall be recovered exclusively through Tariff E.S.
Except as modified herein, Tariff E.S. is approved as filed.

5 Kentucky Power’s Tariff S.S.C.

Tariff S.S.C. is approved as filed with the Company’s application in this case, effective

the first billing cycle of July, 2015 with the following modifications:

(a) Effective for service rendered in the first billing cycle of July 2015
(beginning June 30, 2015), any over or under difference between each month’s actual off-system
sales margins and the monthly baseline shall be shared between the customers and Kentucky
Power on a 75% (customer)/25% (Kentucky Power) basis.

(b)  Effective for service rendered in the first billing cycle of July 2015
(beginning June 30, 2015), the sharing of off-system sales margins shall be calculated using an
annual baseline of $15,136,000. Tariff S.S.C., as conformed to reflect the modifications
described herein is attached as EXHIBIT 5 and shall be approved. The monthly amounts shall be

as set forth in EXHIBIT 5 of this Settlement Agreement. The monthly off-system sales margin
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baseline amounts include and monthly actual off-system sales margins shall be calculated
utilizing the methodology for allocating no load costs described in Paragraph 11 of this
Agreement.

(c) Consistent with the practice prior to the suspension of the sharing of
system sales margins effective January 1, 2014, the Tariff S.S.C. credit (charge) applicable to
customers’ bills in any month shall be calculated using the actual off-system sales margins for
the calendar month two months prior to the billing month. For purposes of clarity, the off-
system sales margins for the July 2015 and August 2015 billing cycles shall be calculated using
the May 2015 and the June 2015 actual off-system sales margins, respectively.

6. Tariff B.S.R.R.

(@  The Company’s Big Sandy Retirement Rider (“Tariff B.S.R.R.”) as set
forth in EXHIBIT 6 to this Settlement Agreement shall be approved.

(b)  The initial B.S.R.R. revenue requirement shall not include any estimated
Big Sandy Retirement Costs. The calculation of the initial B.S.R.R. revenue requirement is set
forth in EXHIBIT 7 to this Settlement Agreement.

(c) Subject to review by the Commission as set forth below, the B.S.R.R. rate
shall be modified annually effective cycle 1 of the October billing cycle of each year.

(d)  Actual retirement related costs incurred subsequent to June 30, 2015 shall
be deferred and added as they are incurred to the unamortized B.S.R.R. regulatory asset. The
calculation of the pre-tax carrying charge on the unamortized balance of the B.S.R.R. regulatory
asset will be determined net of related B.S.R.R. Accumulated Deferred Incomes Taxes
(“ADIT”). The monthly B.S.R.R. revenues that exceed the current month pre-tax WACC
carrying charges on the unamortized balance of the B.S.R.R. regulatory asset (including both the

unamortized B.S.R.R. costs initially included in the B.S.R.R. revenue requirement and the post-




June 30, 2015 actual retirement-related costs subsequently deferred) will be used to reduce the
unamortized B.S.R.R. costs to be recovered. The pre-tax WACC rate initially used to develop
the pre-tax WACC carrying charges shall be as set forth in EXHIBIT 2; the pre-tax WACC rate
used to develop the pre-tax WACC carrying charges shall be re-established in each of the
Company’s base rate cases. The calculation of the B.S.R.R. revenue requirement, and
corresponding rate as shown on EXHIBIT 6, will be performed in a manner to recover all actual
B.S.R.R. incurred costs including related pre-tax WACC carrying charges on the unamortized
B.S.R.R. balance over the remaining life of the 25-year amortization period (2040).

(e) The Company shall file for review by the Commission no later than
August 15 of each year the amount of actual Big Sandy Retirement Costs, including the pre-tax
WACKC carrying charge, incurred between July 1 of the prior year and June 30 of the current
year, and supporting documentation. A copy of the annual filing shall be served on counsel for
all parties to this proceeding. The Company’s annual filing shall also provide the June 30
current year unamortized balance of the B.S.R.R. regulatory asset and the corresponding rate as
shown on EXHIBIT 6. The annual B.S.R.R. filings will reflect revised B.S.R.R. rates to recover
the unamortized B.S.R.R. costs, including the pre-tax WACC carrying charges, over the
remaining life of the 25-year amortization period (2040). The amended B.S.R.R. rate shall
become effective cycle 1 of the October billing cycle of each year, subject to any adjustments
made by the Commission.

3] If required at the conclusion of the final year of the 25-year collection
period to recover completely any remaining unamortized balance of the B.S.R.R. regulatory
asset, to recover all actual retirement costs in the final year of the 25 year collection perioé, and

to true-up any over or under-recovery, a final one-year B.S.R.R. rate shall be established.




p Tariff B.S.1.0.R.

The Company’s Tariff B.S.1.0.R. attached as EXHIBIT 8 shall be approved.

8. Distribution System Reliability —Vegetation Management.

Effective July 1, 2015, Kentucky Power’s existing Distribution Vegetation Management

Plan (approved by the Commission’s June 29, 2010 Order in Case No. 2009-00459) shall be
modified as described below, and the Company shall make the following expenditures for
Distribution Vegetation Management with respect to distribution system reliability:

(@)  Kentucky Power agrees to implement Scenario 2 as described at pages 25-
26 of the direct testimony of Company Witness Everett G. Phillips in this case, as further
modified as described in the Company’s response to KPSC 3-7 and to align the expenditures to
match the increased revenues to be provided beginning approximately July 1, 2015 as a result of
the Commission’s Order approving this Settlement Agreement. The effect of the alignment of
the increased revenues with increased expenditures is to shift the expenditures six months into
the future from that illustrated in the Company’s response to KPSC 3-7. The Company projects
it will be on a five-year maintenance cycle beginning July 1, 2019. Beginning July 2015
Kentucky Power shall make operation and maintenance expenditures for distribution system
vegetation management in the sums shown on EXHIBIT 9 to this Settlement Agreement. The
mileage targets for the three phases (2010 Unanimous Settlement Agreement, Interim Clear, and
Maintenance (5-years growth)) are shown on EXHIBIT 10.

(b) In calculating the allocations set forth in EXHIBIT 1 to this Settlement
Agreement, $10,655,900 of the increase in revenue requirements that is associated with the
increased reliability spending described in this paragraph 8 of this Settlement Agreement was

allocated solely to tariff classes with primary and secondary service offerings.




() On or before September 30, 2015, and each September 30 thereafter,
Kentucky Power shall file with the Commission a reliability work plan outlining the planned
Distribution Vegetation Management expenditures for the following calendar year. The work
plan shall identify on a circuit-by-circuit basis the Distribution Vegetation Management work to
be performed during the relevant calendar year and the projected operation and maintenance
expenditures during the relevant period to carry out the planned work.

(d)  On April 1, 2016, and each April 1 thereafter, Kentucky Power shall file
with the Commission the following reports concerning system reliability and the expenditure of
the funds described in subparagraphs (a) and (b) of this paragraph:

(i) the Kentucky Power Customer Average Interruption Duration
Index for the reporting period,;

(i))  the Kentucky Power System Average Interruption Frequency
Index for the reporting period,;

(iii)  the Kentucky Power System Average Interruption Duration Index
for the reporting period;

(iv) a description on a circuit-by-circuit basis of the Distribution
Vegetation Management work performed by Kentucky Power during the reporting period;

(v)  adescription on a circuit-by-circuit basis of the operation and
maintenance expenditures for Distribution Vegetation Management performed by Kentucky
Power during the reporting period; and

(vi)  any unanticipated problems or further information useful to the

Commission’s review of the report. In the event Kentucky Power is unable to complete a

10




material portion of the planned work on a circuit during a reporting period, Kentucky Power
shall provide an explanation for its inability to do so.

()  Kentucky Power shall use reasonable and prudent efforts to adhere to and
carry out any work plan filed in connection with this subparagraph.

(1) Kentucky Power may alter its proposed spending as detailed in its
annual September 30 filing upon discovery of a more pressing need for Distribution Vegetation
Management expenditures relating to system reliability purposes. Kentucky Power shall notify
the Commission in writing within 30 days of any material deviation from the work plans filed in
connection with this subparagraph.

(i1) In the event that the Company’s expenditures in any Vegetation
Management Year are either greater than or less than the $27,661,060 included in annual base
rates, the annual shortfall or excess shall be added to or removed, respectively, from the
scheduled future expenditures. To reflect the commencement of additional funding effective
June 30, 2015, the Vegetation Management Year shall be July 1 through June 30. If the
cumulative Company annual expenditures during any single Vegetation Management Year are
less than the $27,661,060 included in annual base rates, the Company shall defer on its books
any such shortfall as a regulatory liability. This deferral is a one-way balancing account. Such
regulatory liability deferrals shall continue to be recorded on the Company’s books until the
Commission sets base rates in the Company’s next base rate case. If Kentucky Power has
underspent during the four Vegetation Management Year periods ending June 30, 2019 the
$27,661,060 of annual vegetation management costs on a cumulative basis (4 x $27,661,060 or
$110,640,240) at the time the Commission sets base rates in the Company’s next base rate case

after June 30, 2019, the amount underspent will either be refunded to customers or used to
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reduce the revenue requirement in that case. Alternatively, if Kentucky Power has overspent the
$27,661,060 of annual vegetation management costs on a cumulative basis, the Company will
not be entitled to seek recovery of such costs in a future base rate proceeding. The Company’s
expected vegetation management expenditures are shown on EXHIBIT 9.

§3) Beginning cycle 1 of the July 2019 billing cycle, which is the approximate
date the Company .anticipates commencing the five-year maintenance cycle, and until the
Company’s base rates are established in the first base rate case after June 30, 2019, the Company
shall reduce the base retail rates for those tariff classes with primary and secondary service
offerings by $11,780,408. The reductions shall be allocated solely to tariff classes with primary
and secondary service offerings, and in the same fashion as the $10,655,900 increase in revenue
requirements to fund the Distribution Vegetation Management Program described in this
paragraph 8 was allocated, as shown on EXHIBIT 9. Kentucky Power agrees to the make the
tariff filings required to implemeﬁt the rate reduction described in this subparagraph (f), and
further shall include in its tariff the provision shown on page 2 of EXHIBIT 9 recognizing the
reduction.

(g) A copy of any report or notice filed with the Commission under this
paragraph 8 shall concurrently be served upon counsel for all parties to this proceeding.

9. Depreciation And Amortization of Deferred Costs.

(@  Kentucky Power shall continue to include in the calculation of its annual
distribution depreciation expense the depreciation rates currently approved by the Commission
in, and utilized by Kentucky Power since, its 1991 rate case (P.S.C. Case No. 91-066.) The
Company shall include in the calculation of its annual depreciation expense the Company’s

proposed depreciation rates for transmission and general plant. The Company shall include in
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the calculation of its annual generation depreciation expense the Company’s proposed
depreciation rates for generation, except as modified with respect to Mitchell Production Plant
Account No. 311 (Structures & Improvements), 312 (Boiler Plant Equipment), 312 (Boiler Plant
Equipment (SCR Catalyst), 314 (Turbogenerator Units), 315 (Accessory Electrical Equipment),
and 316 (Miscellaneous Power Plant Equipment) in Exhibit LK-16 of the testimony of KIUC
Witness Lane Kollen. A complete schedule of the depreciation rates to be approved by the
Commission for use by Kentucky Power in calculating its annual depreciation expense is set
forth in ExHiBIT 11.

(b)  Kentucky Power shall recover and amortize the $12,146,000 in deferred
costs associated with the 2012 storms, as approved by the Commission in its January 7, 2013
Order in Case No. 2012-00445. The deferred costs shall be amortized over a five year period at
+ an annual amount of $2,429,200.

(c)  Kentucky Power shall amortize the $4,657,731 jurisdictional balance of
Accumulated Deferred State Income Tax (“ADSIT”) related to the acquisition of the Mitchell
Plant. The Company shall amortize the ADSIT balance over a three year period at an annual
amount of $1,552,577.

10. Economic Development Surcharge.

(@) The Company shall collect from all customers an economic development
surcharge of $0.15 per meter per month. All economic development surcharge funds collected
by Kentucky Power shall be matched dollar-for-dollar by Kentucky Power from shareholder
funds. The proceeds of the economic development surcharge and the Kentucky Power’s
shareholder contribution shall be used by Kentucky Power for economic development projects,

including the training of local economic development officials, in the Company’s service
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territory. The economic development surcharge, and the matching shareholder contribution,
shall remain in effect until changed by order of the Commission.

(b) The Company shall modify its tariffs to provide for the collection of the
$0.15 per meter per month economic development surcharge.

(©) Kentucky Power shall file on or before March 31, 2016, and each March
31* thereafter, a report with the Commission describing: (i) the amount collected through the
Economic Development Surcharge; and (ii) the matching amount contributed by Kentucky
Power from shareholder funds. The annual report to be filed by the Company shall also describe
the amount, recipients, and purposes of its expenditure of the funds collected through the
Economic Development Surcharge and shareholder contribution.

(d  Kentucky Power shall serve a copy of the annual report to be filed with the
Commission in accordance with subparagraph (c) on counsel for all parties to this proceeding.

1L, No Load Cost Allocation.

Upon the Order of Commission in Case No. 2014-00396 approving this Settlement
Agreement without modification becoming final and non-appealable, and there having been no
modification to this Settlement Agreement as a result of any rehearing or appeal:

(@  The Company shall withdraw and dismiss with prejudice its pending
appeal before the Franklin Circuit Court in Civil Action No. 15-CI-00168 of the Commission’s
January 22, 2015 order in Case No. 2014-00225;

(b)  KIUC shall withdraw and dismiss with prejudice its pending appeal before
the Franklin Circuit Court in Civil Action Nos. 15-CI-168 (counterclaim) and 15-CI-190 of the
Commission’s January 22, 2015 order in Case No. 2014-00225. By separate agreement

embodying the terms of this paragraph 11, the Attorney General, who is not a signatory to this
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Settlement Agreement, KIUC, and Kentucky Power have agreed the Attorney General shall
withdraw and dismiss with prejudice his appeal in Civil Action Nos. 2015-CI-168 (counterclaim)
2015-CI-180 (original appeal by Attorney General), and 2015-CI-00190 (cross-claim by
Attorney General) in consideration of the Company withdrawing and dismissing its appeal in
Civil Action No. 2015-CI-168 in accordance with this paragraph 11;

(c) The Company shall not recover any Mitchell no load costs incurred during
the period from January 1, 2014 through May 31, 2015 (the “Overlap Period”). Those Mitchell
no load costs already recovered by the Company during the Overlap Period shall be refunded
 without interest consistent with the terms of the Commission’s January 22, 2015 Order in Case
No. 2014-00225. The Signatory Parties agree the refund of Mitchell no loads costs required by
the Commission’s January 22, 2015 Order in Case No. 2012-00225 resolves all issues relating to
the recovery through the fuel adjustment clause of the Company’s no load costs in Case No.
2014-00450, and any subsequent fuel adjustment clause review proceedings reviewing the
Company’s recovery of fuel costs during the Overlap Period.

(d)  KIUC shall withdraw the joint testimony of Lane Kollen filed in Case No.
2014-00450 on behalf of the Attorney General and KIUC.

()  Following the end of the Overlap Period, the Company shall allocate fuel
costs to off system sales utilizing supply curves for each of the Company’s units and any
purchases. The Company will then assign the highest dollar per Megawatt-hour incremental
variable costs of all of these resources to off system sales down to the applicable minimum of the
units on an hourly basis. This method will continue until fuel and/or purchase{costs have been
allocated to all off system sales. All other fuel and purchase power costs, including no load fuel

costs, will remain with internal load. In the event that the sum of the unit minimums exceeds
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Kentucky Power's internal load, the sum of all of the units remaining costs, excluding the no load
costs, is computed on a $/MWh basis, and this cost is assigﬁed to the MWhs of any remaining
off-system sales.

() The Company shall inform the Commission of proposed prospective
changes in the allocation of fuel costs to Kentucky retail customers prior to implementing the
change. Any such change shall remain subject to Commission review and approval pursuant to
807 KAR 5:056.

12. Biomass Energy Rider.

(a)  The Company’s Biomass Energy Rider (“Tariff B.E.R.”) shall be revised
as set forth in EXaiBIT 12. Under the revised Tariff B.E.R., total charges to be recovered shall
include an energy charge and a demand charge. The energy charge shall be determined by the
metered energy output of the generating facility at the annual average PIM AEP Zone Locational
Marginal Price (“LMP”’). The demand charge shall be calculated by subtracting the energy
charge from the total annual charges. For residential customers, the total charges under Tariff
BER. (energy and demand) shall continue to be based on residential energy use recorded at
customer meters. For non-residential customers, the residual energy value (total energy charge
less the energy charge for residential customers) will be allocated based on energy. The residual
demand costs (total demand costs less the demand cost for residential customers) will be
allocated among the non-residential customers based on a percentage of non-fuel revenues.

(b)  This Settlement Agreement and the revision to Tariff B.E.R. shall in no
way affect: (i) the validity of the Commission’s October 10, 2013 Order in Case No. 2013-0144
approving the ecoPower Renewable Energy Purchase Agreement; (ii) Kentucky Power’s right

under KRS 278.271 to full cost recovery with respect to the ecoPower Renewable Energy
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Purchase Agreement; or (iii) the current appeal by KIUC of the Commission’s October 10, 2013
Order.

13. PJM Cost Deferral.

(@  Inthe event the Company’s calendar year return on equity falls below
10.00%, calculated as a thirteen month average on a per books basis, the Company will be
authorized to defer for future recovery through creation of a regulatory asset that portion, if any,
of PIM costs incurred during that calendar year in excess of the amount of PIM costs included in
base rates ($74,856,675) so as to increase the Company’s return on equity for the calendar year
to no more than 10.00%.

(b)  The PIM costs to be deferred for future recovery through this mechanism
are those categories of charges and credits identified on page 15 of the direct testimony of
Company Witness Vaughan, and any new PJM LSE charges or credits that may arise and be
billed to the Company per the PIM tariffs. A copy of page 15 of the direct testimony of
Company Witness Vaughan is attached as EXHIBIT 13. Subject to Commission review and
approval, the Company shall be authorized to recover and amortize the Incremental PJM Costs
over five years and begin recovery of the Incremental PJM Costs beginning when the
Commission sets base rates in the Company’s next base rate case.

() The Company agrees that it shall not book a carrying charge or earn a
return on any amounts deferred pursuant to this Paragraph 13, including during any deferral or
amortization periods.

(d) Kentucky Power agrees beginning on or before March 31, 2016, and each
March 31 thereafter, it shall make an informational filing with the Commission quantifying and

describing the amounts deferred in accordance with this paragraph 13. A copy of this annual
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informational filing shall be served by Kentucky Power upon counsel for all parties to this
proceeding.

14, NERC Compliance and Cybersecurity Deferral.

(@) The Company shall track and defer for future review by the Commission
and recovery by the Company any post-June 30, 2015 incremental costs incurred by the
Company in complying with new NERC compliance or cybersecurify requirements.

(b)  The NERC compliance and cybersecurity costs to be deferred for future
recovery through this mechanism are those categories of costs identified on pages 28 and 29 of
the direct testimony of Company Witness Wohnhas. A copy of pages 28 and 29 of the direct
testimony of Company Witness Wohnhas is attached as EXHIBIT 14. The Company shall
recover and amortize these costs, subject to Commission review and approval, over five years
and begin recovery of the costs when the Commission sets base rates in the Company’s next base
rate case.

() Kentucky Power agrees beginning on or before March 31, 2016, and each
March 31% thereafter, it shall make an informational filing with the Commission quantifying and
describing the amounts deferred in accordance with this paragraph 14. A copy of this annual
informational filing shall be served by Kentucky Power upon counsel for all parties to this
proceeding.

15. School Energy Manager Program.

(@) Kentucky Power shall file an application to amend Tariff D.S.M. to
expand its current School Energy Manager Program by an amount not to exceed $200,000 per
year for two years to (1) fund up to an additional six school energy managers as part of the

expansion of the School Energy Manager Program to the Company’s entire service territory; and
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(2) to the extent funds are available, to fund school energy efficiency projects. In order for the
school districts to properly budget for the upcoming school years, the Company will request an
order on the Company’s application by June 30, 2015.

(b)  Beginning on or before March 31, 2016, and each March 31* thereafter,
Kentucky Power agrees to make an informational filing with the Commission describing the
manner in which the additional funds described in subparagraph (a) were expended. KSBA
agrees to cooperate with the Company by providing the information required to make the annual
report. A copy of this annual informational filing shall be served by Kentucky Power upon
counsel for all parties to this proceeding.

16.  Tariff K-12 School.

(a) The Company shall establish a new pilot Tariff K-12 School as set forth in
ExHIBIT 15. Tariff K-12 School shall be available for general service to K-12 schools subject to
KRS 160.325 with normal maximum demands greater than 100 kW. Tariff K-12 School shall
reflect rates for customers taking service under the tariff designed to produce annually in the
aggregate $500,000 less from Tariff K-12 School customers than would be produced under the
new L.G.S. rates to be established under this Settlement Agreement from customers eligible to
take service under Tariff K-12 School. The aggregate total revenues to be produced by Tariff K-
12 School, Tariff M.G.S., and Tariff L.G.S. shall be equal to the revenues that would be
produced in the aggregate by the new rates in the absence of Tariff K-12 School.

(b) Service under Tariff K-12 School shall be optional. Tariff K-12 shall
remain in effect until a final order is issued in the Company’s next general base rate case, at
“which time this Tariff will be reviewed using the then available load research data to evaluate its

continuance thereafter.
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(©) Tariff K-12 School attached as EXHIBIT 15 is approved.

17.  Tariff C.S.—LR.P.

The Company agrees that it will amend Tariff C.S.-LR.P., if necessary, to be consistent
with the revised PJM criteria in the event PJM revises its criteria governing what interruptible
load qualifies as capacity for the purpose of the Company’s FRR obligation.

18. New Tariff I.G.S.

The Company’s new Industrial General Service Tariff (“Tariff 1.G.S.”) as set forth in |
EXHIBIT 16 to this Settlement Agreement shall be approved.

19.  Modifications To Kentucky Power’s Rate Tariffs.

In addition to the rate and tariff changes described and agreed to above, Kentucky Power
and the Settling Intervenors agree that the following tariffs shall be modified or implemented as
described below:

(a) The Customer charge for the Residential Class (“Tariff R.S.”) shall be
increased to $14.00 per month instead of the $16.00 per month proposed by the Company in its
filing in this case.

(b) Tariff Q.P.; Tariff C.IP.-T.0.D.; Rider E.C.S., Emergency Curtailable
Service — Capacity and Energy; Rider E.P.C.S., Energy Curtailable Service Rider; and Tariff
R.T.P. shall be removed from the Company’s filed tariffs.

(©) Tariff C.C. shall be amended to reflect an updated charge and to
incorporate an annual true up mechanism as described in the direct testimony of Company

Witness Rogness.
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(d)  Tariff C.S.-LR.P. shall be amended to incorporate a new credit rate and to
expand the total contract capacity authorized under this tariff as described in the direct testimony

of Company Witness Rogness.

(e) Tariff A.T.R. shall be amended to allow a temporary extension of the asset

transfer rider to allow the Company to recover the full amount of the authorized revenue
requirement as described in the direct testimony of Company Witness Rogness.

® Tariff P.P.A. shall be amended to amend the monthly rate formula to
include a variable to allow the Company to recover the cost of power purchased unrelated to
forced generation or transmission outages that are calculated in accordance with the Company’s
peaking unit equivalent methodology as described in the direct testimony of Company Witness
Rogness. Kentucky Power agrees the costs recovered through Tariff P.P.A. shall be subject to
periodic review and approval by the Commission.

(g)  The Terms and Conditions shall be amended to reflect changes to the
Company’s schedule of special or non-recurring charges as described in the direct testimony of
Company Witness Rogness.

20. Non-Rate Tariff Changes.

Kentucky Power and the Intervenors agree that the non-rate terms of the following tariffs
may be modified or implemented as described in the direct testimony of Company Witness
Rogness:

Tariff Modified or Implemented
Terms and Conditions of Service
R.S.
R.S.-LM.-T.O.D.
R.S.-T.O.D.
R.S.-T.0.D.2
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Tariff Modified or Implemented
S.G.S.
S.G.S.-T.O.D.
M.G.S.
C.ATV.

O.L.
COGEN/SPP I
COGEN/SPP 11
T.S.

N.U.G.
N.M.S.

MGS TOD
MW

SL

AFS

GPO

LGS

LGS TOD
DSM

Kentucky Power and the Intervenors also agree that the incidental, non-rate text changes

identified on Exhibit JAR-9 shall be implemented.

21 Filing Of Settlement Agreement With The Commission And Request For
Approval. ;

Following the execution of this Settlement Agreement, Kentucky Power and the Settling
Intervenors shall file this Settlement Agreement with the Commission along with a joint request
to the Commission for consideration and approval of this Settlement Agreement so that
Kentucky Power may begin billing under the approved adjusted rates for service rendered on or

after the first billing cycle of July, 2015 (June 30, 2015).
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22, Good Faith And Best Efforts To Seek Approval.

(a)  This Settlement Agreement is subject to approval by the Public Service
Commission.

(b)  Kentucky Power and the Settling Intervenors shall act in good faith and
use their best efforts to recommend to the Commission that this Settlement Agreement be
approved in its entirety and without modification, and that the rates and charges set forth herein
be implemented.

() Kentuc@ Power and the Settling Intervenors filed testimony in this case.
Kentucky Power also filed testimony in support of the Settlement Agreement. For purposes of
any hearing, the Settling Intervenors and Kentucky Power waive all cross-examination of the
other Signatory Parties' witnesses except for purposes of supporting this Settlement Agreement,
unless the Commission disapproves this Settlement Agreement, and each further stipulates and
recommends that the Notice of Intent, Application, testimony, pleadings, and responses to data
requests filed in this proceeding be admitted into the record.

(d)  The Signatory Parties further agree to support the reasonableness of this
Settlement Agreement before the Commission, and to cause their counsel to do the same,
including in connection with any appeal from the Commission’s adoption or enforcement of this
Settlement Agreement.

(¢)  No party to this Settlement Agreement shall challenge any Order of the
Commission approving the Settlement Agreement in its entirety and without modification.

23.  Failure Of Commission To Approve Settlement Agreement.
If the Commission does not accept and approve this Settlement Agreement in its entirety

and without modification, and absent agreement to the modification by the party affected
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thereby, this Settlement Agreement shall be void and withdrawn by Kentucky Power and the
Settling Intervenors from further consideration by the Commission and none of the parties to this
Settlement Agreement shall be bound by any of the provisions herein.

24.  Continuing Commission Jurisdiction.

This Settlement Agreement shall in no way be deemed to divest the Commission of
jurisdiction under Chapter 278 of the Kentucky Revised Statutes.

25. Effect of Settlement Agreement.

This Settlement Agreement shall inure to the benefit of and be binding upon the parties to
this Settlement Agreement, their successors and assigns.

26. Complete Agreement.

This Settlement Agreement constitutes the complete agreement and understanding among
the parties to this Settlement Agreement, and any and all oral statements, representations or
agreements made prior hereto or contained contemporancou..sly herewith shall be null and void
and shall be deemed to have been merged into this Settlement Agreement.

217. Independent Analysis.

The terms of this Settlement Agreement are based upon the independent analysis of the
parties to this Settlement Agreement, are the product of compromise and negotiation, and reflect
a fair, just and reasonable resolution of the issues herein. Notwithstanding anything contained in
this Settlement Agreement, Kentucky Power and the Settling Intervenors recognize and agree
that the effects, if any, of any future events upon the operating income of Kentucky Power are

unknown and this Settlement Agreement shall be implemented as written.
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28. Settlement Agreement And Negotiations Are Not An Admission.

(a) This Settlement Agreement shall not be deemed to constitute an admission
by any party to this Settlement Agreement that any computation, formula, allegation, assertion or
contention made by any other party in these proceedings is true or valid. Nothing in this
Settlement Agreement shall be used or construed for any purpose to imply, suggest or otherwise
indicate that the results produced through the compromise reflected herein represent fully the
objectives of the Signatory Parties.

(b)  Neither the terms of this Settlement Agreement nor any statements made
or matters raised during the settlement negotiations shall be admissible in any proceeding, or
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